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FOREWORD 


When the members of the Rowell-Sirois Commission began their collec- 
tive task in 1937, very little was known about the evolution of the 
Canadian economy. What was known, moreover, had not been exten- 
sively analyzed by the slender cadre of social scientists of the day. 

When we set out upon our task nearly 50 years later, we enjoyed a 
substantial advantage over our predecessors: we had a wealth of infor- 
mation. We inherited the work of scholars at universities across Canada 
and we had the benefit of the work of experts from private research 
institutes and publicly sponsored organizations such as the Ontario 
Economic Council and the Economic Council of Canada. Although 
there were still important gaps, our problem was not a shortage of 
information; it was to interrelate and integrate — to synthesize — the 
results of much of the information we already had. 

The mandate of this Commission is unusually broad. It encompasses 
many of the fundamental policy issues expected to confront the people 
of Canada and their governments for the next several decades. The 
nature of the mandate also identified, in advance, the subject matter for 
much of the research and suggested the scope of enquiry and the need for 
vigorous efforts to interrelate and integrate the research disciplines. The 
resulting research program, therefore, is particularly noteworthy in 
three respects: along with original research studies, it includes survey 
papers which synthesize work already done in specialized fields; it 
avoids duplication of work which, in the judgment of the Canadian 
research community, has already been well done; and, considered as a 
whole, it is the most thorough examination of the Canadian economic, 
political and legal systems ever undertaken by an independent agency. 

The Commission’s research program was carried out under the joint 


direction of three prominent and highly respected Canadian scholars: 
Dr. Ivan Bernier (Law and Constitutional Issues), Dr. Alan Cairns (Pol- 
itics and Institutions of Government) and Dr. David C. Smith (Economics). 

Dr. Ivan Bernier is Dean of the Faculty of Law at Laval University. 
Dr. Alan Cairns is former Head of the Department of Political Science at 
the University of British Columbia and, prior to joining the Commission, 
was William Lyon Mackenzie King Visiting Professor of Canadian Stud- 
ies at Harvard University. Dr. David C. Smith, former Head of the 
Department of Economics at Queen’s University in Kingston, is now 
Principal of that University. When Dr. Smith assumed his new respon- 
sibilities at Queen’s in September 1984, he was succeeded by 
Dr. Kenneth Norrie of the University of Alberta and John Sargent of the 
federal Department of Finance, who together acted as Co-directors of 
Research for the concluding phase of the Economics research program. 

I am confident that the efforts of the Research Directors, research 
coordinators and authors whose work appears in this and other volumes, 
have provided the community of Canadian scholars and policy makers 
with a series of publications that will continue to be of value for many 
years to come. And I hope that the value of the research program to 
Canadian scholarship will be enhanced by the fact that Commission 
research is being made available to interested readers in both English 
and French. 

lextend my personal thanks, and that of my fellow Commissioners, to 
the Research Directors and those immediately associated with them in 
the Commission’s research program. I also want to thank the members of 
the many research advisory groups whose counsel contributed so sub- 
stantially to this undertaking. 


DONALD S. MACDONALD 


INTRODUCTION 


At its most general level, the Royal Commission’s research program has 
examined how the Canadian political economy can better adapt to 
change. As a basis of enquiry, this question reflects our belief that the 
future will always take us partly by surprise. Our political, legal and 
economic institutions should therefore be flexible enough to accommo- 
date surprises and yet solid enough to ensure that they help us meet our 
future goals. This theme of an adaptive political economy led us to 
explore the interdependencies between political, legal and economic 
systems and drew our research efforts in an interdisciplinary direction. 

The sheer magnitude of the research output (more than 280 separate 
studies in 70+ volumes) as well as its disciplinary and ideological 
diversity have, however, made complete integration impossible and, we 
have concluded, undesirable. The research output as a whole brings 
varying perspectives and methodologies to the study of common prob- 
lems and we therefore urge readers to look beyond their particular field 
of interest and to explore topics across disciplines. 

The three research areas, — Law and Constitutional Issues, under 
Ivan Bernier; Politics and Institutions of Government, under Alan Cairns; 
and Economics, under David C. Smith (co-directed with Kenneth Norrie 
and John Sargent for the concluding phase of the research program) — 
were further divided into 19 sections headed by research coordinators. 

The area Law and Constitutional Issues has been organized into five 
major sections headed by the research coordinators identified below. 


¢ Law, Society and the Economy — Ivan Bernier and Andrée Lajoie 


¢ The International Legal Environment — John J. Quinn 
¢ The Canadian Economic Union — Mark Krasnick 


xi 


¢ Harmonization of Laws in Canada — Ronald C.C. Cuming 
¢ Institutional and Constitutional Arrangements — Clare F. Beckton 
and A. Wayne MacKay 


Since law in its numerous manifestations is the most fundamental means 
of implementing state policy, it was necessary to investigate how and 
when law could be mobilized most effectively to address the problems 
raised by the Commission’s mandate. Adopting a broad perspective, 
researchers examined Canada’s legal system from the standpoint of how 
law evolves as a result of social, economic and political changes and 
how, in turn, law brings about changes in our social, economic and 
political conduct. 

Within Politics and Institutions of Government, research has been 
organized into seven major sections. 


¢ Canada and the International Political Economy — Denis Stairs and 
Gilbert Winham 

¢ State and Society in the Modern Era — Keith Banting 

¢ Constitutionalism, Citizenship and Society — Alan Cairns and 
Cynthia Williams 

¢ The Politics of Canadian Federalism — Richard Simeon 

¢ Representative Institutions — Peter Aucoin 

¢ The Politics of Economic Policy — G. Bruce Doern 

¢ Industrial Policy — André Blais 


This area examines a number of developments which have led Canadians 
to question their ability to govern themselves wisely and effectively. 
Many of these developments are not unique to Canada and a number of 
comparative studies canvass and assess how others have coped with 
similar problems. Within the context of the Canadian heritage of parlia- 
mentary government, federalism, a mixed economy, and a bilingual and 
multicultural society, the researchalso explores ways of rearranging the 
relationships of power and influence among institutions to restore and 
enhance the fundamental democratic principles of representativeness, 
responsiveness and accountability. 
Economics research was organized into seven major sections. 


¢ Macroeconomics — John Sargent 

¢ Federalism and the Economic Union — Kenneth Norrie 

¢ Industrial Structure — Donald G. McFetridge 

¢ International Trade — John Whalley 

¢ Income Distribution and Economic Security — Francois Vaillancourt 
¢ Labour Markets and Labour Relations — Craig Riddell 

¢ Economic Ideas and Social Issues — David Laidler 


Economics research examines the allocation of Canada’s human and 
other resources, the ways in which institutions and policies affect this 


Xi 


allocation, and the distribution of the gains from their use. It also 
considers the nature of economic development, the forces that shape our 
regional and industrial structure, and our economic interdependence 
with other countries. The thrust of the research in economics is to 
increase our comprehension of what determines our economic potential 
and how instruments of economic policy may move us closer to our 
future goals. 

One section from each of the three research areas — The Canadian 
Economic Union, The Politics of Canadian Federalism, and Federalism 
and the Economic Union — have been blended into one unified research 
effort. Consequently, the volumes on Federalism and the Economic 
Union as well as the volume on The North are the results of an inter- 
disciplinary research effort. 

We owe a special debt to the research coordinators. Not only did they 
organize, assemble and analyze the many research studies and combine 
their major findings in overviews, but they also made substantial contri- 
butions to the Final Report. We wish to thank them for their perfor- 
mance, often under heavy pressure. 

Unfortunately, space does not permit us to thank all members of the 
Commission staff individually. However, we are particularly grateful to 
the Chairman, The Hon. Donald S. Macdonald; the Commission’s Exec- 
utive Director, J. Gerald Godsoe; and the Director of Policy, Alan 
Nymark, all of whom were closely involved with the Research Program 
and played key roles in the contribution of Research to the Final Report. 
We wish to express our appreciation to the Commission’s Administrative 
Advisor, Harry Stewart, for his guidance and advice, and to the Director 
of Publishing, Ed Matheson, who managed the research publication 
process. A special thanks to Jamie Benidickson, Policy Coordinator and 
Special Assistant to the Chairman, who played a valuable liaison role 
between Research and the Chairman and Commissioners. We are also 
grateful to our office administrator, Donna Stebbing, and to our sec- 
retarial staff, Monique Carpentier, Barbara Cowtan, Tina DeLuca, 
Francoise Guilbault and Marilyn Sheldon. 

Finally, a well deserved thank you to our closest assistants: Jacques 
J.M. Shore, Law and Constitutional Issues; Cynthia Williams and her 
successor Karen Jackson, Politics and Institutions of Government; and 
I. Lilla Connidis, Economics. We appreciate not only their individual 
contribution to each research area, but also their cooperative contribu- 
tion to the research program and the Commission. 


IVAN BERNIER 
ALAN CAIRNS 
DAVID C. SMITH 
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PREFACE 


The thirteen essays contained in this volume and its companion are the 
product of the Commission’s research program in ““Economic Ideas and 
Social Issues.” Taken together, these two volumes make up what I hope 
will be judged a balanced account of the current state of economists’ 
thinking about certain aspects of the theory of economic policy. Their 
coverage is not, of course, comprehensive. Some topics which would 
certainly have merited one or more essays, had these two volumes been 
conceived of in isolation, were of such importance to the Commission’s 
work that whole volumes, or even sets of volumes, are devoted to them 
elsewhere in its research output. Thus, though matters of macro- 
economic policy, trade policy, industrial policy, the labour market, 
income security, the conduct of policy in a federal state, and so on, are all 
touched on here, and some of them quite heavily, their treatment does 
not purport to be complete. 

These two volumes concentrate on such matters as the meaning of 
economic well-being and the way in which social and political organiza- 
tion impinges upon a society’s ability to achieve and sustain it. In 
particular they discuss the consequences of the private pursuit of indi- 
vidual well-being for society as a whole, and consider the extent to 
which collective action, organized through government, is a desirable 
supplement to, or indeed substitute for, such private activity. Thus, the 
problems addressed here overlap not just with issues studied elsewhere 
in the Economics research program, but also in the Law and Institutions 
programs. The perspective of our studies is nevertheless that of the 
economist. Good interdisciplinary research occurs, not when an econo- 
mist plays amateur lawyer and political scientist, but when specialists 
from various disciplines study a common set of problems, each one 
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bringing to that study the special insights of their own areas. None of the 
contributors to these volumes, therefore, claims a monopoly of exper- 
tise on the issues studied, but each could claim, quite rightly, that 
economic analysis provides a powerful tool with which to study them. 
Economics does not have all the answers, but it does have some of the 
questions. 

At the risk of considerable oversimplification, it is possible to dis- 
tinguish two distinct strands in economists’ thinking about the theory of 
policy, one associated with so-called “‘welfare economics,” and the 
other with “public choice theory.” The former concentrates on ques- 
tions about the nature of economic well-being, and what individuals and 
their governments ought to do to achieve it. The latter, building upon the 
economist’s insight, limited no doubt, but valuable for all that, that 
individuals tend to look after themselves first and the rest of society later, 
asks questions about the way in which legal and political institutions 
affect individuals’ behaviour, and about how those institutions can be 
designed to minimize the degree of conflict between public and private 
goals. Moreover, “welfare economics” traditionally assumed a rather 
stable economic environment in developing its theorems. Economists 
working in the “public choice” tradition are more inclined to take a 
changing and uncertain environment as the norm. 

These two broad themes are by now so intertwined in the literature on the 
theory of economic policy that it has become impossible to invoke one of 
them without also referring to the other. Nevertheless, our two volumes 
may be distinguished in a rough and ready way by the relative emphasis 
which they give to these two strands of thought. The first of them, which 
begins with an overview essay designed to place the individual contribution 
to both volumes in a common perspective, thereafter concentrates on the 
nature of well-being and the role of government in providing for it through 
the welfare state, the tax system, and in measures designed to deal with 
failures of the market mechanism properly to utilize society’s scarce 
resources. The second, beginning as it does with a study of the history of 
certain types of market failure, and political attempts to deal with them, 
concentrates more heavily upon the way in which legal and political con- 
straints influence the attempts of individuals, both as private economic 
agents, but also as political beings, to deal with their own and their society’s 
constantly evolving economic problems. 

The differences here are matters of emphasis, however. When all is 
said and done, the fact that the results of our research on “Economic 
Ideas and Social Issues” have been divided into two volumes of roughly 
equal length has more to do with the physical problems of printing and 
bookbinding than with any sharp intellectual division in their subject 
matter. Though each essay may be read as an entity in its own right, and 
though I hope that readers will find each of these two volumes worth- 
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while in and of itself, it is nevertheless the case that, when this research 
program was planned, it was hoped that its results would be sufficiently 
well integrated to stand as a single collection. How well we have suc- 
ceeded in achieving that goal must be left to the reader to judge. 


DAVID LAIDLER 
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Resources and Economic Development in 
Historical Perspective 


C. KNICK HARLEY 


Introduction 


Fixed resources have long been seen as a potential limit on economic 
growth. Despite the rapid economic growth of the West during the last 
two hundred years, concern about this limit attracts attention at regular 
intervals, usually at times when economic performance falls short of 
expectations. Many projections in the early 1980s contain predictions of 
severe global problems of shortages and pollution in the near future. ! It 
is certainly inappropriate for an economist to ignore scarcity, and only a 
fool would ignore the finiteness of the physical world. Nonetheless it 1s 
appropriate to look at current neo-Malthusian predictions within a 
broader context that includes both the history of ideas and the predictive 
power that these ideas have exhibited in the past. 

The historical record indicates that resource availability, or lack of it, 
has generally not limited growth in market economies. These economies 
have generated technological change at a sufficiently rapid rate to 
create, in effect, new resources. The mechanism of the market has 
successfully allocated scarce resources so that changing supply and 
demand has been accommodated. When direct regulation has been 
attempted, the effect has often been the introduction of problems similar 
to those the regulations were aimed at preventing. 

Malthus’ name has become associated with concerns about increasing 
scarcity. He himself seems to have stood at a watershed in history. His 
ideas had striking relevance to the period in which he wrote and to most 
of previous human history. Thereafter, although concern that growth was 
threatened by impending exhaustion of various natural resources 
remaining, both population and standards of living have expanded 


apace. This is particularly true in Western Europe and its overseas 
offshoots, but it seems also to hold in a less dramatic form even for the 
less developed economies. 

In a short study, examination of Malthusian ideas must be selective. 
Malthus’ appreciation of the effect of increasing population on average 
output and wages and Ricardo’s contemporaneous development of the 
theory of rent provided the analytical foundations of modern economics. 
The classical economists expected resource limitations to constrain 
economic growth, probably within their own lifetimes. Until late in the 
19th century only Marx, of the leading economic thinkers, viewed the 
productive capacity of the economy as potentially unlimited and appre- 
ciated the enormous increase in population and per capita income of his 
own time. The ideas of diminishing returns and marginal productivity 
continue to dominate economic thinking in our own time. They have 
been very powerful tools in gaining understanding of major aspects of 
the behaviour of market economies. It 1s interesting, however, to notice 
that this line of thinking has not been exceptionally helpful in under- 
standing the simultaneous rapid growth of both population and output 
that has been the most striking feature of the last 150 years in the West. 

The influence of Malthus on economic thought has not been confined 
to the theory of prices but also loomed large in John Maynard Keynes’ 
thinking as he developed modern macroeconomics. Keynes became 
convinced, at least as early as the years immediately following World 
War I, that the 19th century growth of both population and per capita 
income had been a temporary effect of the expansion of the world 
economy into previously sparsely settled continental areas. He shared 
the classical economists’ expectation of an imminently approaching 
steady-state economy. The low and falling rate of return on investment 
that this implied would be a powerful depressant on investment and 
hence a primary cause of what he saw as a persistent shortfall of 
aggregate demand. This belief in turn underlay his perception of the high 
levels of unemployment, particularly in Britain, during the inter-war 
years, and was the keystone of his analysis in The General Theory and the 
subsequent development of macroeconomics. 

From the North American perspective resource constraint was long 
viewed by contemporaries and subsequently by historians from the 
opposite perspective to that of the Malthusians. Here the abundance of 
resources represented by the “frontier” was seen as the source of 
prosperity for the United States until the end of the 19th century. In 
Canada, this view has become enshrined in the “staple thesis” of Cana- 
dian development. Early growth is seen as having been generated by the 
resources of fish and fur; British policies created markets for Canadian 
timber and wheat and thus supported growth. The absence of the active 
frontier from the 1870s to the 1890s is seen as a cause of economic 
stagnation. With the twentieth century, the return of the resource fron- 
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tier, the “wheat boom,” is generally seen as a rescue from that stagna- 
tion, and expanded resources as the source of prosperity. Careful exam- 
ination of the historical record, however, reveals that most growth was 
unaffected by the frontier and that the frontier was not, in a static sense, 
a pool of resources waiting to be tapped. Rather, the development of 
resources depended on the very technological change that everywhere 
confounded Malthusian prediction. It was transportation improvements 
that provided falling food prices for most consumers and, at the same 
time, gave value to the resources of- the frontier and allowed these 
resources to support further growth. 

The passing of the frontier set in motion an influential school of 
thought, particularly in the United States, that was essentially Malthu- 
sian. This was the Conservation Movement that formed part of the 
Progressive Movement at the beginning of this century. Its premise was 
that resources had been wasted in the days of the frontier and, even more 
inappropriately, were still being wasted. Wise management incorporat- 
ing active government involvement was necessary to preserve a heritage 
for future generations. This body of thought generated considerable 
accomplishments, chief among them the great wilderness parks of the 
continent and an ecological concept of resources. Nonetheless, their 
prognosis for resource exhaustion was not confirmed by subsequent 
history. 

Recent discussion of increasing resource scarcity has evolved from 
the environmental concerns of the early 20th century. For an economist 
this literature is best viewed from two perspectives. The first, the Mal- 
thusian issue, is that of limits to expansion because of decreasing returns 
when some resources are strictly limited in quantity. The second is often 
termed the problem of the commons. Most simply put, this is the 
observation that a scarce resource will be overused if access to it is free 
or, more generally, priced below its scarcity value. The most obvious 
current example is the issue of pollution where individuals use clean air 
or water for waste disposal at little or no cost. The same issue enters into 
many current and historical issues of resource use and depletion: in land 
use and disposition, the rate of exploitation of forests, the use of water in 
the American West, and the pricing of oil and gas. In such situations the 
issue of the limited stock of a resource must be distinguished from that 
overuse because its nature (e.g., air) or because policy, (e.g., water in the 
American West) precludes pricing the resource at its scarcity value. 


Long-Term Relationships between Population and 
the Standard of Living 


Assessment of Malthusian ideas in understanding the human experience 
begins appropriately with the historical record. Such an exercise Is, of 
course, a highly fallible guide to the future. Conditions change and 


Harley 3 


FIGURE 1-1 Real Wages and Population in England, 1300-1980 
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historians are understandably reluctant to claim that their craft provides 
predictions. Nonetheless, studying what has occurred helps to delineate 
questions to ask and to discipline extreme speculation. 

The relationships among the size of the human population, the envi- 
ronment and standard of living over several centuries seem to provide an 
appropriate beginning for a study of man and his environment. The 
ecological processes that are involved presumably work themselves out 
in a time dimension best measured in generations. 

We have data from the Middle Ages on population and the standard of 
living for Britain. From the records of the colleges of Oxford, data have 
been compiled on the wages received by building craftsmen and 
labourers, and on the prices of principal consumer goods since the 
beginning of the 14th century.? Population estimates must be relied on for 
periods prior to systematic censuses. Two Cambridge scholars have 
provided reliable demographic data for England, compiled from parish 
church records, back to the mid-I6th century.? Prior to that, the data on 
population are much more speculative but there is broad agreement 
regarding general trends. The wage and population information is pre- 
sented in Figure 1-1. 

The graph shows two time periods when relationships between the 
standard of living and population differed. Curiously enough, the change 
from the earlier relationship to the later appears to have occurred during 
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Malthus’ lifetime (1766-1834). Before the late 18th century, the rela- 
tionship may be called Malthusian.* The demographic catastrophe of the 
middle of the 14th century — the Black Death, broadly considered — 
reduced the population of England by approximately a third. This 
decline was accompanied by an equally dramatic increase in the real 
wages of Oxford builders. Between the middle of the 14th and the 
mid-15th century their real wages rose by 50 percent, attaining a level 
unequalled again until the middle of the 19th century. Population 
remained at about the post-crisis level until the early 16th century, when 
it began to rise again at, for that period, a rapid rate of about half a 
percent annually until the middle of the 17th century. Rising population 
was accompanied by a steady decline in real wages to approximately the 
level that had prevailed in the years before the Black Death. In the 
following century population growth practically ceased and real wages 
again began to grow slowly. Finally, at the end of the 18th century, 
population growth again accelerated and real wages appear to have 
fallen.> 

Since the early 19th century the relationship between population and 
real wages shows no trace of the earlier Malthusian decline in wages 
produced by population pressure on resources. Population grew 
throughout the 19th century at an unprecedented annual rate that 
exceeded 1.25 percent as the death rate fell and the birth rate rose. At the 
same time, real wages began the sharp upward trend that has been 
maintained until the present. 

Other countries of northwestern Europe, together with North Amer- 
ica and Australasia, have shared this British experience, i.e., Malthu- 
sian population pressure acted as the principal determinant of real wages 
until the 19th century ushered in unprecedented increases in both real 
wages and population growth. In fact, within this group the British 
growth of real wages appears moderate; a graph of any other country’s 
real wage growth would show a steeper climb than that in Figure I-1. 
Thus, the basic evidence regarding the relationship between human 
population and the environment provides no indication of an impending 
crisis. 

Food production then has not in fact emerged as the constraint on 
economic growth that Malthus and the classical economists of the early 
19th century had expected. Agricultural production has declined contin- 
uously in importance relative to total economic activity in all the 
advanced economies even while per capita food consumption has 
increased. In this process land rent, which in the classical growth model 
was to grow in importance as scarcity became more severe, has declined 
to insignificance. Again the long-term data from the British economy 
illustrate what has happened most dramatically. In the late 17th century 
some two-thirds of all economic activity was agricultural production and 
approximately a quarter of all income accrued to land rents. By the early 
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19th century agriculture had decreased to less than half of income and 
land rents to about 15 percent of income. This trend continued into the 
20th century and by the inter-war period agriculture was less than five 
percent of income and agricultural rents were insignificant at less than 
one half of one percent of income.® In all the advanced economies 
agricultural rent is entirely overshadowed by urban site rent. For exam- 
ple, Kuznets in his pioneering estimates of U.S. national income pro- 
duced in the 1940s decided that agricultural rent was too insignificant to 
warrant independent estimation.’ 

The combined growth of population and real wages has been most 
pronounced in the developed economies but has also extended to less 
developed economies. To be sure the process started later and the 
growth of real wages has been slower in the less developed economies 
with the result that the income gap between the world’s rich and poor 
countries has widened over the last 150 years. Nonetheless, the rela- 
tionship between population and income indicates that diminishing 
returns in resources are not the determinant of trend in per capita 
income. 

The data for the underdeveloped economies are much weaker than for 
the developed economies both for income and population. Of the under- 
developed economies, India is both one of the most important and 
among the best studied. A brief outline of its long-run trends is indicative 
of the experience of the less developed economies. Figure 1-2 illustrates 
estimates of the Indian population for approximately two centuries and 
per capita national income for a century. These data are imperfect but 
they indicate that, during the half century before World War I, popula- 
tion increased by about a fifth while per capita income increased by a 
third. From World War I until independence, per capita income appears 
to have stagnated, remaining generally unchanged. This cannot really be 
interpreted as a truly Malthusian episode, however, since it was accom- 
panied by a tripling of the rate of population growth. By the end of these 
30 years the environment was supporting a population 50 percent larger 
at the same average level. Since independence, population growth has 
again doubled (to an annual rate of about 2.3 percent) but per capita 
income has increased by some S50 percent.® 

Certainly the arithmetical results of projecting this recent population 
and income growth are shocking. At the end of a century, population 
would have increased to ten times its current level and the level of output 
would have increased some 18 times. While such figures immediately 
bring to mind Malthus’ contrast between exponential growth of popula- 
tion and the limited possible expansion of resources, there is nothing in 
recent history to show that positive checks are coming into play. It may 
in fact be more fruitful at this point to look at the evidence of demo- 
graphic history than to speculate on the effects of blind extrapolation of 
trends. 
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FIGURE 1-2 Per Capita Income and Population in India 1750-1980 
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There is ample evidence from the demographic history of north- 
western Europe that population size has, since at least late medieval 
times, been heavily influenced by active control of age of marriage and 
family size, what Malthus called “moral restraint,” and not by the 
biological possibility of exponential growth restrained by the “vice and 
misery” of poverty and an associated high death rate. The clearest 
indication of this appears in the evidence on marriage. The typical 
European remained unmarried well into the child-bearing years; women 
(whose age is of importance in fertility) married in their mid-twenties. 
Such a relative delay of marriage would decrease the number of births 
per woman by two or three over an unrestrained fertility situation. There 
is also some evidence in the form of the spacing of births, particularly of 
last children, indicating that fertility was limited within marriage. This 
long historical experience, and the dramatic reduction in birth rates and 
population growth over the last century, provide clear evidence that in 
some societies population is regulated by decisions, embodied in both 
social custom and individual choice, rather than by a mechanistic pro- 
cess such as Malthus supposed. To what degree the European experi- 
ence can be extended to other societies is an important but open ques- 
tion. Certainly many societies have not exhibited fertility limitations of 
the European type. Nonetheless, population dynamics certainly 
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involves an interaction among social and individual decisions and bio- 
logical processes.” 


Resource Abundance and North American Growth 


By the last quarter of the 19th century it became apparent that the 
economy was supporting both a growing population and a rising stan- 
dard of living. The obvious reaction of British observers was to point to 
increasing supplies of overseas food, most particularly from the United 
States, as the cause of postponement of the application of the Malthu- 
sian logic. The settlement of the American West and the Russian steppes 
could be seen as a dramatic increase in the land available to the Euro- 
pean economy, delaying the inevitable onset of diminishing returns. At 
the same time American historiography became dominated by the idea 
that the American experience was powerfully conditioned by the exis- 
tence of a frontier of free land. The emergence and popularization of this 
view may be attributed to the work of the historian Frederick Jackson 
Turner in the last decade of the nineteenth century. !° While Turner’s own 
work and that of most of his followers concentrated on the role of free 
land in shaping the political institutions and the social attitudes of the 
United States, explicit in the Turner thesis was a belief that the “free 
land” of the frontier offered prosperity to the ambitious and the hard 
working even if they lacked capital. This abundance that freed the 
average American from the tyranny of capital also ensured high wages 
and general prosperity to the country. This view of growing prosperity as 
a product of the gradual incorporation of abundance into the national 
economy has subsequently found wide acceptance as an interpretation 
of the prosperity and growth of the United States. Underlying this 
interpretation is, of course, the Malthusian model of economic change 
where prosperity is determined by the ratio of resources to population; 
but here is a historical anomaly in which resources were not fixed but 
were growing more rapidly than population as the continent was opened 
up. 

This idea that abundant resources were the key to the growth in North 
America appears widely in historical interpretation, but nowhere more 
explicitly than in the “staple thesis” interpretation of growth which is 
usually attributed to Harold Innis and W.A. Mackintosh.!! This view 
has dominated interpretations of Canadian economic history for at least 
a half century and has found important expression in the interpretation 
of the economic history of the United States and other areas of recent 
settlement. Growth and prosperity are linked to the discovery or devel- 
opment of a staple commodity that is in wide demand in older settled 
regions — Europe in this context. The sale of the staple itself generates 
income and it also generates “linkages” that lead to the growth of a more 
diversified economy. These linkages are of three types. ‘Backward 
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linkages” create a direct demand for activities that are necessary for the 
economic production of the staple. An example is the building of rail- 
roads for the export of Prairie wheat. “‘ Forward linkages” arise from the 
fact that in the region exporting the staple, the staple product will be 
inexpensive. This presence of inexpensive raw materials will attract 
industries that use the raw material. “Final demand linkages” arise from 
the demand for consumer goods that is created by income from staple 
production and its linkages. In successful staple-led growth the linkages 
are seen to be powerful enough to create a diversified economy that can 
grow independently of the staple. Staple-based growth may, however, 
create problems if it fails to generate an adequate demand for domestic 
diversification but rather encourages dependence on institutions direc- 
ted to export production. 

Canadian economic history has been written around this view.!2 The 
success or failure of various periods has been judged on the strength of 
the growth of staple exports and on the character of the linkages that 
could be attributed to various staples. Thus Canadian economic history 
has been a chronology of staples or their absence. The texture of the 
narrative is enriched by consideration of a staple’s nature and its link- 
ages and by analysis of progress toward an independent economy. The 
earliest period is seen in terms of the cod fisheries and the fur trade. Both 
led to some settlement and local economic activity but neither was a 
successful engine of independent growth. The period following the 
American Revolution is seen first from the perspective of the Maritimes 
as an attempt to create, with the assistance of imperial navigation laws, a 
shipping industry and a staple trade in foodstuffs with the sugar colonies 
of the West Indies. This trade would emulate the basis of New England’s 
prosperity, with linkages to the sugar staple of the islands. Simul- 
taneously the British instituted differentially higher duties on Baltic 
timber than on colonial wood and created an important timber industry 
in the Maritimes and Quebec. These staples generated acceptable 
growth and prosperity in the region but the decline of the industries after 
Confederation has raised questions of their adequacy as a basis of 
economic independence. The settlement, growth and prosperity of 
Upper Canada appear to be driven by a successful wheat staple export 
trade to Britain under the special provisions of the Corn Laws. Wheat is 
regarded as a particularly desirable staple because it is seen as possess- 
ing extensive linkages and as creating the kind of enterprising society 
that was associated with Turner’s American frontier. 

In Canada, the staple thesis predicts relative failure as well as success. 
In the years just preceding the mid-19th century, the British moved 
toward free trade and removed the special treatment that had supported 
Canadian wheat and timber in British markets. Initially, the story goes, 
the shock was cushioned by the Reciprocity Treaty with the United 
States (1854) that created an alternative market by allowing Canadian 
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raw materials free access to American markets. American unwillingness 
to extend the treaty in 1864, combined with the rapid disappearance of 
the frontier of free land in Upper Canada inaugurated a long period of 
relative stagnation due to the lack of the dynamics of an active staple. 
The settlement of the Prairies that accompanied the recovery of wheat 
prices after 1896 created Canada’s greatest period of prosperity. The 
“wheat boom” generated linkages to industrialization in central 
Canada, thanks to the wisely conceived National Policy, and created an 
independent and largely self-sustaining national economy. Laurier con- 
fidently predicted that the 20th century would be Canada’s century. 

The staple thesis has not dominated the economic historiography of 
the United States as it has in Canada, but it does colour the general view 
of the country’s development.!? Southern export staples (mainly 
tobacco at this time, cotton later) and the success of the Middle and New 
England colonies at capturing the linkages to food and transportation 
from these colonies as well as from the West Indies, are dominant 
themes in colonial history. Pre-Civil War economic history revolves 
around the great cotton staple of the South. The North captured linkages 
to transportation and manufacturing and the West, linkages to food 
demand. After the Civil War a staple-oriented explanation shifts to the 
expansion of the grain-producing regions of the West in response to 
opportunities for sale in European markets. Again the East indus- 
trialized and urbanized in response to the linkage of the staple. The 
wheat staple generated the initial demand for the growth of an indepen- 
dent industrial economy, but that process occurred at least a generation 
earlier than it did in Canada. 

This view of North American history, in which abundant resources 
caused per capita growth over a long period, seems deficient on both 
analytical and factual grounds despite its popularity. A production func- 
tion containing resources and labour, and exhibiting diminishing returns 
to labour as the ratio of labour to resources increases, will generate 
higher output per worker if resources increase more rapidly than labour. 
However, in saying this we must be careful to define what is meant by the 
supply of resources and recall the sophisticated view of resources David 
Ricardo developed in his analysis of rent. Experience of British agri- 
culture’s response to the high prices of agricultural products during the 
Napoleonic War led Ricardo to realize that any analysis of resources and 
rent must accommodate the fact that the use of potential resources 
depended on the price of the resulting products. Thus, during the war 
wasteland was brought under the plough for the production of food. The 
increase in the amount of land in use was not an increase in resources but 
rather a manifestation of diminishing returns of the production function 
when resources of differing qualities were available. In many equi- 
librium situations some resources will be unused because their produc- 
tivity is too low. They are in fact worthless. In the Malthusian situation of 
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increasing population and stable technology, when the ratio of labour to 
resources rises, the productivity of resources (defined either as those 
currently in use or the total potential stock including that currently 
unused) is increased. Already used resources are used more intensively 
and some of the most productive of the previously worthless stock is 
brought into production. This increase in resources of current economic 
value will not, of course, increase per-capita income or real wages; the 
fall in real income and wages has been the cause of the increase of 
resources. An increase in resources that increases wages must be of a 
different character. This must be the discovery of new resources that 
would have value at the pre-existing labour-to-resources ratio. 

Some North American resources were probably net additions to the 
currently valuable stock of resources, but most were not. The fishery 
resources of the Grand Banks in the 16th century, discovery of the sugar 
potential of the West Indies and possibly the tobacco potential of the 
Chesapeake region in the 18th century were valuable immediately. The 
rest of the resources of North America almost certainly were not. This 
seems particularly true of the resources in the West that accompanied 
the growth of the United States, the Canadian wheat boom, and the 
timber and land resources of eastern and central Canada in the early 19th 
century that depended on imperial preference for their value. The exis- 
tence of these resources undoubtedly increased the elasticity of supply 
of resources to the European economy by augmenting the resources 
beyond the Ricardian extensive frontier. They were, however, beyond 
the frontier and consequently could not have caused increases in 
income. 

The previous statement warrants support with some more historical 
detail. The Puritans who settled New England in the 17th century 
accepted material privation as a cost of spiritual freedom. Unlike the 
settlers of the tobacco colonies, they moved into extra marginal land for 
nonpecuniary reasons. The situation of the Middle colonies of New York 
and Pennsylvania was somewhat more ambiguous. The agricultural 
resources were superior to those of New England, and the settlers of 
these regions also benefitted from the food and timber demands gener- 
ated by the sugar colonies of the West Indies. Nonetheless, the settlers’ 
standard of living and their slow penetration of the interior suggest that 
they were soon at the extensive margin and that their land was not a 
major increase in the currently valuable stock of land for the broader 
Atlantic economy. Incomes in the colonies were not sufficiently high to 
attract large immigration, and settlement penetrated the interior slowly 
because the land in the interior was unattractive under the technology 
and population levels that prevailed. It was that unattractiveness that 
made land free. 

Much the same analysis can be applied to the unsettled West at nearly 
every period of the 19th century. !4 For example, James Monroe returned 
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from a trip into the Ohio Valley in 1784 and reported that the land was 
‘‘miserably poor.”’ Perhaps that was a misjudgment of the future corn 
belt but perhaps also it was an accurate assessment, given the tech- 
nology and the level of product prices prevailing in the earliest years of 
the Republic. The purchase of Louisiana in 1803 for merely $11 million 
was not an enormous bargain by crafty Americans over a rather slow- 
witted French emperor. The vast and ill-defined interior of the continent 
included in the purchase which later became of immense value was 
deemed of little value to either party. Louisiana, particularly the mouth 
of the Mississippi, was of strategic rather than economic value. To 
Napoleon, Louisiana had been of value as part of a Caribbean strategy 
that had failed; to the Americans, New Orleans ensured that the Ohio 
valley maintained access to the sea and protected the country’s south- 
western flank. 

The expansion of agriculture west of the Mississippi was a succession 
of movements of the extensive margin. The free land was worthless. 
Empirical evidence indicates that the price of wheat at the farm gate was 
the primary determinant of settlement. Since a world market for wheat 
had developed by the 1850s, the local price of wheat reflected the British 
price — the major importer which paid the highest price — less trans- 
portation costs. These transportation costs, until at least the last third of 
the century, were high. In the 1850s American spring wheat that sold at 
$1.70 in Liverpool was worth $1.57 in New York and only $0.85 in 
Chicago. The Chicago price was not far above the costs of production 
under western conditions (probably about $0.75 or $0.80 per bushel) and 
transportation cost by rail was some $0.20 per hundred miles and three 
or four times as high by wagon. Not surprisingly the frontier had 
advanced little beyond Chicago. The settlement of the West proceeded 
as a combination of rising world- population and falling transportation 
costs led to higher prices in the West. Thus, immediately prior to World 
War I, although the price of American wheat in Liverpool had fallen to 
$1.07 a bushel and to $1.05 in New York, it had actually increased to 
$0.98 in Chicago and by even more in the wheat-producing regions 
farther west. (In the early 1880s, for example, when the Chicago price 
had been $1.07, the price at the CPR track in Regina was $0.62; in the 
prewar years the Regina price was $0.77).!> 

The settlement of the West was not the gradual discovery of valuable 
resources that supported growing population and prosperity in the 
Atlantic economy. Rather it was the process of utilizing resources, 
physically productive but previously worthless because of their loca- 
tion, as technological change made them valuable. The development of 
horse-powered mechanical agriculture which became important in the 
West in the late 19th century was part of that change, but by far the most 
important was transportation by rail and sea that dramatically decreased 
the cost of distance and made it economically sensible to farm the 
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interiors of vast continents. None of the technological change seems to 
have rested heavily on the vastness of the potential resources of the 
West. To be sure the specific form of farm machinery suited the specific 
conditions of its use. But the technology emerged from improvements in 
mechanical engineering that were being widely adopted throughout the 
economy. Iransportation improvement depended on the general 
advance of technology, although its greatest impact was on the distant 
areas producing bulk commodities where transportation costs were 
highest relative to prices paid by final consumers. Both ships and rail- 
ways improved as metallurgical science led to cheap steel and mechan- 
ical engineering permitted the construction of more efficient steam 
engines, neither of which depended on the expanding frontier.!© All of 
this is not to deny that expansion into the West was an important factor in 
the economic history of the 19th century. The course of history ,was 
undoubtedly heavily influenced by the fact that technological improve- 
ments of the period made these agricultural resources valuable and 
induced a vast movement of population and capital. This expansion was 
not, however, an independent cause of growth in the North American 
economy but the consequence of technological change. 

The Canadian situations are even clearer. The timber industry of 
Eastern British North America in the early 19th century depended 
completely on preference in the British market. The differential duty on 
Baltic timber in the British market approximately equalled the value of 
colonial timber at its point of shipment; removal of protection would 
have deprived timber of almost its entire value in the colonies.!”7 A 
generation later the wheat staple of Upper Canada depended on similar 
but smaller protection from competition under the Corn Laws. In both 
these cases the value of the North American resource was created by 
British policy that clearly lowered the real income of British consumers. 
The Canadian Prairies lay, at mid-century, an unimaginable distance 
beyond vast wildernesses. A generation later a highly subsidized rail- 
road, major technological change in transportation, and a vastly 
increased world demand for grain were insufficient to induce settlement 
of any but the easternmost fringe of the great grain area of the 20th 
century. 

A more sophisticated version of the staple theory of North American 
growth acknowledges the predominance of technological change as the 
prime source of growth but sees this technological change affecting 
North American development through staples, which still drive the 
economy through their linkages. This view too has not held up well to 
rigorous examination. Scholarship on the ante-bellum economy of the 
United States, for example, has demonstrated that the South had no 
important linkages to the West. The plantation economy was self-suffi- 
cient in food. Furthermore, detailed study of urban development in the 
East shows that long distance linkages had very moderate effects. In 
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much of the traditional view, one of the key linkages from the West to 
Eastern industrialization was through the railways and their demand for 
coal, iron and other industrial products. Here too, careful study has 
found the hypothesis wanting. The railroads’ demands were of only 
minor importance to the various industries. !® 

Study of Canada’s wheat boom leads to the same conclusion. Nearly 
twenty years ago Edward Chambers and Donald Gordon!’ considered 
the way in which the expansion of Prairie agriculture would have influ- 
enced Canadian per capita income and argued that the impact would be 
concentrated in the often implicit gain in rent on Prairie farms. They 
calculated this gain to be only 1.6 percent of national income. This 
results was so at odds with most accepted wisdom that it was subjected 
to extensive criticism. Various other possible influences on per capita 
income, such as induced increases in capital formation, rising real wages 
generally in the economy, and economies of scale were considered by 
other writers. Even at the most generous accounting these factors raised 
the contribution of the wheat boom to per capita income to under 10 
percent over the first two decades of the century.*° This surely is an 
overestimate since some of the estimated contributions have a weak 
empirical basis. Furthermore, these calculations fail to consider some 
obvious examples of productive capacity wasted during the wheat 
boom. The most obvious of these is the excessive railroad building 
stimulated by government subsidy, particularly in the two new transcon- 
tinental lines. Somewhat less obvious was the waste of resources created 
by the homestead method of granting Prairie land. Ina growing economy 
Prairie land had value before it paid to cultivate it since ownership of the 
land conferred the ownership of its future income. However, the home- 
stead process required that the land be farmed in order to be claimed. As 
a result labour and capital that would have created output of higher value 
elsewhere in the economy was drawn prematurely to the West.?! 

Certainly the wheat boom drew immigration to Canada; the railroad 
building stimulated the greatest investment boom in the country’s his- 
tory, and generally created buoyant economic conditions in the decade 
before World War I, but its impact on per capita income was very 
modest.?* Real output per worker in Canada grew slowly during the first 
two decades of this century as the Prairie provinces were being settled. 
By contrast, output per worker grew rapidly in the supposedly 
depressed last decades of the 19th century (see Figure 1-3). Similarly the 
growth of industrialization in Canada does not seem closely tied to the 
linkages to the West. 

It is hardly surprising that detailed investigation has generally led to 
the conclusion that the resource sectors did not dominate the growth 
experience in Canada. These sectors were just too small and the type of 
growth in incomes and industry that were occurring in Canada had their 
counterparts in other advanced economies with which Canada shared 
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FIGURE 1-3 Canadian Income per Worker 1869-1970 
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both cultural background and technological information. Those who see 
the development of Prairie agriculture in the early 20th century as an 
important factor in the long-term growth of per capita income, as 
opposed to having a short-run impact through the investment boom 
associated with railroad construction, need to explain how so small a 
sector using an already generally applicable technology could have such 
an impact. After all, in 1926 near the height of the relative importance of 
Prairie agriculture and the first year for which official national income 
estimates exist, Prairie farmers contributed less than 10 percent of 
national income. 

There can be little doubt that the rising incomes of Canadians over the 
last century and a half have been generated by worldwide improvements 
in technology to which Canadians have contributed and from which they 
have reaped the benefits of higher incomes. It is, therefore, much more 
realistic to see the growth of incomes and the industrialization of central 
Canada, where the majority of Canadians have lived and worked, as a 
part of the same economic process that led to increasing incomes and 
industrialization in Britain, the United States and the other advanced 
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economies. Within the wider world economy of which it is a part and 
with which it shares the underlying sources of growth, Canada has 
contained areas where technological change has induced the develop- 
ment of new and important resource-based industries. Other parts of the 
Canadian economy have been influenced by these developments 
because of geographical proximity and government restrictions. It 
seems appropriate to argue that the growth of income and economic 
development of Central Canada would have been little changed in the 
absence of the emergence of Prairie agriculture. To be sure, the National 
Policy probably deflected some of the industrial demand from the Prai- 
ries to central Canada. This would have produced higher costs on Prairie 
development limiting its extent somewhat, and increased the indus- 
trialization of the centre but its effects must have been modest. 
Remember that Prairie agriculture remained less than 10 percent of the 
country’s economic activity. 


Organized Concern for Conservation 


Concern for conservation became a major social movement in American 
life in the late 19th century. Under the leadership of Theodore Roosevelt 
and Gifford Pinchot, it emerged as a major aspect of the “Progressive”’ 
reform movement. As an integral part of an important crusading social 
and political movement it is hardly surprising that “Conservation” came 
to mean many and, at times, even contradictory things. The main 
features of the arguments, however, can be delineated. The American 
Progressive movement grew from two main sources. One was the Popu- 
list movement of the West that reached its climax in William Jennings 
Bryan’s 1896 “Cross of Gold” presidential campaign. The other was a 
revulsion, often led by members of old wealthy families, from the 
machine politics of the Eastern industrial cities. These two strands 
shared at least two ideas that were important in the Progressives’ and the 
Conservationists’ programs.*? 

The first was a distrust of the changes that industrialization and 
urbanization were bringing to American society and of the agents of that 
change. Both farmers and urban reformers saw capitalism, in the form of 
the market and large firms, destroying an older, morally superior and 
preferred way of life. For them, capitalist organizations were dominating 
markets and destroying the democratic, independent life of the farmer 
and the stable social arrangements of the Eastern cities. Capitalism and 
the market were mechanisms causing changes for the worse. It is hardly 
surprising that the market was seen not as an efficient mechanism of 
social organization but rather as an agency perverting social goals. 
Large capitalist firms were a social evil while small firms, particularly 
the independent yeoman farmer of the frontier, were seen as embodying 
social conscience and the ideals of America. 
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The second shared belief of the Progressives was that the collective 
will, when mobilized, could act effectively through government to 
achieve desired ends. Populists had actively agitated for regulation of the 
railroads, which they believed had been exploiting farmers. They called 
for silver coinage to alleviate the economic problems of the West. The 
Eastern urban reformers sought to capture urban political power and to 
replace patronage appointments with professional civil servants chosen 
on the basis of merit. Both believed in the efficacy of an interventionist 
government staffed by a professional civil service. Those who propose 
interventionist programs today usually share these beliefs. 

The Conservation Movement also originated the practice of consider- 
ing resources within an entire environmental system. Initially, this envi- 
ronmental approach manifested itself in an argument that large areas 
should be maintained in a natural state to support a full natural ecology. 
From this view emerged the National Park Systems of both the United 
States and Canada, which preserved some exceptional areas. The pre- 
servation of these areas has clearly been a wise choice; indeed their 
present use for recreation suggests that the areas may be too small. The 
current ecological approach has evolved from this beginning. 

The Conservationists were also concerned with the limited nature of 
natural resources and stressed the need for their wise use and the 
elimination of waste. Here they had in mind the physical maximization 
of the usefulness of the resource rather than the economists’ concept of 
maximization which involved the equation of marginal costs and bene- 
fits. Thus they advocated maximizing the yield from resources even if 
the costs were high in terms of non-resource inputs. Timber manage- 
ment received the most detailed consideration. As early as the 1870s 
there was concern with the rapid rate at which the virgin forests, which 
at the birth of the Republic had seemed limitless, were disappearing. Not 
only had the forest of the Ohio valley long been cleared and transformed 
to farmland, but also the vast pine woods of the Great Lakes and Eastern 
Canada were rapidly disappearing. The 1877 annual report of the Secre- 
tary of the Interior contained one of the first of many forecasts that the 
country’s supply of timber would soon be gone because the rate of 
cutting of the virgin forests far exceeded the growth of standing timber. 
The Conservationists proposed government regulation or ownership to 
eliminate wasteful practices and urged the adoption of European prac- 
tices of scientific silviculture. 

The contemporary rapid exploitation of the timber resources of 
Northern Ontario caused a similar alarm and reaction in Canada. In 1893 
Algonquin Park was created in response to the recommendation of the 
Royal Commission on Forest Reservation and National Parks. One of the 
Commissioners envisaged the park as an area where European methods 
of forest management could be introduced into Ontario. The overall aims 
of the park’s creation were summarized in the master plan: “Mainte- 
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nance of water supply in half a dozen major water systems, preservation 
of a primeval forest, protection of birds and animals, a field for experi- 
ments in forestry, a place of health resort, and beneficial effects on 
climate.”’24 

The depletion of American timber has more recently been the subject 
of an intensive study by Sherry Olson.*> The railways provided a useful 
focus for the study, since in the last quarter of the 19th century they 
consumed between a fifth and a quarter of American timber production. 
Moreover, they experimented in timber production and left extensive 
records of their actions. Obviously the cutting of timber resources has 
not required the drastic adjustment the Conservationists predicted, nor 
have the expensive European methods of silviculture they urged been 
adopted to maintain timber output. The railroads discovered from sev- 
eral late 19th century attempts at silviculture that it did not pay. Even 
today it remains too expensive to be attractive at prevailing and expected 
prices of timber. The implication is that increasing the stock of timber 
requires the use of resources whose value exceeds that of the timber 
produced, and thus perhaps “depletion” is appropriate. Certainly it 
would have been foolish to preserve the entire primeval forests of North 
America. The time to stop depletion will be when it pays to cultivate 
timber in plantations. If selfishly motivated individuals or firms can 
count on retaining property rights in the timber they plant, they will 
undertake the kind of conserving forestry that private European owners 
have long practiced. 

In timber, the adjustment of supply and demand occurred in several 
ways. Technological change increased the effective supply by lowering 
transportation costs and making processing in remote locations econom- 
ical. More importantly, the final users of timber reduced their use of 
timber at little cost. In part this involved the substitutions of other costs 
as timber prices rose. For example, in the early 20th century it became 
cost effective to extend the life of cross-ties and bridge members with 
preservatives. In part this practice was aresponse to higher wood prices, 
but the railroads’ primary motive was to save the rising labour cost 
involved in frequent tie replacements. Various technological changes 
reduced wood requirements as well. In recent years, falling real price 
seems to have been as much a problem for the timber industry as 
impending depletion. 

Environmental concerns continued in the inter-war period, par- 
ticularly with reference to soil erosion in the Dust Bowl of the Great 
Plains during the 1930s drought. However, the Depression dominated 
social thought. Attempts to formulate policy to overcome the Depres- 
sion drew heavily on Progressive ideas of the failure of the market, the 
failure to make wise use of resources, and the role of government as the 
source of solutions. Conservationist ideas led to such New Deal pro- 
grams as the Civilian Conservation Corps (CCC) and to much of the farm 
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policy of the 1930s. The period did not, however, produce much produc- 
tive discussion of increasing resource scarcity. 


Resource Use Projections over a Century of Experience 


Projections of resource use relative to known availability is an uncertain 
but seemingly irresistible exercise. Predictions that the limited avail- 
ability of resources will constrain growth are as old as modern economic 
growth itself. Malthus saw land as the constraint. By the middle of the 
19th century land seemed less of a problem, primarily because of the 
opening up of the great land masses of North America and southern 
Russia to the European food market. The Industrial Revolution, how- 
ever, seemed to rest firmly on steam power and in turn on coal. Between 
1855 and 1865 the output from British coal mines increased by a half, and 
many became alarmed at this rapid exploitation of a non-renewable 
resource. Among these W.S. Jevons was the most prominent; he pre- 
dicted that the demand for coal would limit the growth of income by the 
end of the century.7° In fact, his projection was widely out of line and 
failed completely to anticipate the effects of technological change in 
decreasing the energy required for continued growth. To some extent 
late 19th century growth allayed concerns. In the early 20th century 
discussion amalgamated around the Conservation Movement’s various 
proposals. The strategic needs of World War II and the rising prices of 
strategic resources during the Korean War stimulated official interest in 
conservation of resources. Under President Truman the Paley Commis- 
sion was established to inquire “into all major aspects of the problem of 
assuring an adequate supply of production materials for our long-range 
needs.” The commission found few grounds for immediate concern but 
did express the view that within about 20 years problems might arise in 
many areas. At about the same time, concern about Western water 
resources and about environmental pollution were attracting increasing 
attention. Certainly resource depletion has become a salient issue, and 
the energy crisis and poor economic performance of the 1970s eeey 
increased public awareness of its importance. 

The optimal use of resources over time is clearly a desired social 
objective. It is possible to develop criteria for such an optimal path, but 
in light of the impossibility of knowing the future it is probably impossi- 
ble to identify such a path empirically. The basic problem lies in the 
uncertainty of the future of technology. If technology continues to 
improve at the rate it has over the last several generations, optimal use of 
resources will involve more current use than if the growth of income 
attributable to technological change slows. 

Even the optimality of past use depends on future prospects and thus 
seems impossible to determine. It is possible, however, to consider 
whether resources have been overused in the past. Overuse implies that 


Harley 19 


a resource has become inappropriately scarce over time. This in turn 
implies that its price rose relative to the productive capacity of the 
average individual, that is to say, relative to the average wage, and that 
more effort would now be required to obtain the resource than formerly. 
Finally, it might imply that the commodity has become more expensive 
relative to other goods. 

In 1962, Barnett and Morse published Scarcity and Growth, a classic 
assessment of the long-term trends in resource scarcity in the United 
States.2”7 This book summarized the history of economic thought on 
resource scarcity and presented two sets of calculations that measured 
resource scarcity from the 1870s to the 1950s. The first, which they 
referred to as the strong form of the resource depletion hypothesis, 
related the quantity of output of various resource industries to the inputs 
of labour, and of labour plus capital. The results of the first are sum- 
marized in the following table: 


TABLE 1-1 Real Unit Cost, U.S. Resource Industries, 1870—1957 


(1929 = 100) 
1870-1900 1919 1957 
Total Extractive Industries 134 122 60 
Agriculture 132 114 61 
Minerals 210 164 47 
Forestry 59 106 90 


The second measure, which the authors referred to as the weak 
scarcity hypothesis, related the price of resource products to the general 
price level. Neither suggested that resources are becoming increasingly 
scarce. More recently, Harold Barnett has extended these calculations 
into the 1970s and also examined information for other countries.?8 The 
results fully supported earlier findings. The test of the weaker hypoth- 
esis, that resources are increasing in price relative to other products, 
generally indicates that resource prices have not moved significantly 
relative to other goods. To the extent that trends can be identified they 
suggest a falling real price for resources. Neither of Barnett and Morse’s 
empirical measures is immune to criticism but both suggest quite 
strongly the absence of increasing shortage. Barnett recently summed 
up the conclusions of the study as follows: 


For the United States in the period from the Civil War to 1957, the evidence 
denies the doctrine of increasing economic scarcity in agriculture, minerals, 
and the aggregate of extractive industries. The principal reasons for this 
were: (1) substitutions of economically more plentiful resources for less 
plentiful ones; (2) increased discoveries and availability of domestic min- 
eral resources; (3) increased imports of selected metallic minerals; and (4) a 
marked increase in the acquisition of knowledge and sociotechnical 
improvements relevant to the economics of resource discovery, develop- 
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ment, conversion, transportation, and production. These factors have made 
it possible for the economy to produce larger and larger volumes of extrac- 
tive goods at declining real marginal costs. 

While these observations were among the major findings of Scarcity and 
Growth, we also discussed problems associated with use of natural 
resources and the attendant implications for intergenerational equity. We 
found that, in U.S. history, each generation has passed to the next improved 
conditions of natural resource availability and economic productivity. 
Moreover, the phenomena of accumulated knowledge, scientific advances, 
and self-generating technological change have more than overcome tenden- 
cies of increasing costs for utilization and exhaustion of specific resources. 
It is not by chance that advances in knowledge, market processes, and 
government policies provide solutions to actual and prospective natural 
resource cost problems. The motivations, mechanisms, and choice of solu- 
tions appear to be endogenous in modern efficiency-seeking economies.2? 


Property Rights and Resources 


Many concerned with resource scarcity today share the Conserva- 
tionists’ view that laissez-faire capitalism manifests selfish greed. Under 
capitalism individuals are seen to be driven to look after their own short- 
run interests, disregarding the common good and the future. In fact 
much of the driving force of the Progressive Movement was an ethical 
revulsion from a society dominated by this kind of behaviour. This 
position did not analyze the operation of markets and formally consider 
the effectiveness of Adam Smith’s “invisible hand.” Rather the argu- 
ment was based on what seemed to be obvious cases of waste, avarice, 
shady and illegal dealing, and general disregard for public good and 
future generations. Examination of some examples sheds light not only 
on the Conservationists’ thinking but also on issues of importance in 
resource economics. In particular these examples highlight the role of 
property rights in efficient markets — an issue that the Conservationists 
clearly failed to understand. 

One frequent misconception is that when individuals act on their 
selfish interests in markets, resources are inevitably overused, causing 
premature depletion and reducing long-run value. The example of a 
farmer with a limited life-span using farming methods that increase yield 
in the short run while depriving the soil of its long-run fertility is often 
used.3° This view is not only surprising to trained economists; it would 
astonish medieval landlords or farmers who were well aware that certain 
activities could deplete the soil and reduce its long-run value. Although 
it seems at times to get overlooked, the value of land depends on the 
present value of its long-run yield. Of course no buyers of land expect to 
enjoy its yield forever. Rather, they regard its title with a right to sell that 
title as an asset that can be sold from buyer to buyer and from generation 
to generation. The value at every sale depends on the future fertility of 
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the land, so that every owner has an incentive to maintain fertility. If 
overuse of the land creates a short-run gain that is less than the dis- 
counted value of the loss of future productivity, the value of the land falls 
more than the increase in short-run output and the owner loses. The 
pecuniary incentives are to maintain an appropriately long time horizon. 
Tenants in medieval times, whose interest in the land was of limited 
duration, had no such natural incentive to take a long view. Landlords 
quickly appreciated this fact and medieval tenurial arrangements in 
northwestern Europe were designed accordingly. First, lease tenures 
were generally made for long periods. Second, clauses in the leases 
constrained the tenant to conservation practices; for example, removal 
of manure from the tenanted farm was prohibited. 

It is ironic that problems of overuse of a resource arising from the 
absence of a clear and salable property right, which would provide an 
incentive for someone to consider the long-run value of the resource, 
have come to be referred to as the “tragedy of the commons.” The 
phrase has its origin in the alleged problems of the medieval village 
where animals were grazed collectively on commonly owned pasture 
and waste. This practice 1s seen to lead to deterioration in the quality of 
the grazing land and of the animals. With commonly held pasture where 
everyone was free to graze a herd, all farmers had an incentive to 
increase their animal holdings above the social optimum. Yet, the addi- 
tion of one animal to a village herd will result not only in that animal’s 
growth but in competition for scarce feed that will reduce the average 
growth of the rest of the village herd. Collectively the village should not 
increase its herd when the addition of one more animal fails to increase 
the productivity of the herd as a whole by as much as the extra costs 
incurred as aresult of the additional animal. Individuals, however, do not 
have to bear the “cost” of reduced growth of their neighbours’ cattle and 
so they will profit from the addition of an animal of their own even when 
the village as a whole is hurt. Since every farmer faces these incentives, 
the village herd will increase beyond the optimal size and the total output 
of the village will be reduced. If land were owned privately and all 
owners confined their animals to land they owned, the total output would 
rise substantially. 

This is an argument that was widely used by the proponents of 
enclosure of the open fields in England in the late 18th and early 19th 
century. The same argument is used to explain overuse and failure of 
individual action in the market to make optimal intertemporal decisions 
in resources not under private ownership (ocean fish for example). It is 
an important argument that we will return to in our discussion but 
nevertheless it seems to have had only modest relevance to the open field 
agriculture of northwestern Europe with its common pasture. In fact, 
European peasants were sensitive to the conditions under which they 
lived. We have evidence of numerous cases where potential overgrazing 
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of the commons with its adverse results was not allowed to harm the 
productivity of village agriculture. The village instead adopted “‘stint- 
ing” rules that limited the number of cattle that could be kept by each 
farmer, usually in proportion to his landholdings in the arable fields. 

Many of the cases of environmental abuse that the Conservationists 
pointed to as evidence of the destructive nature of capitalist greed are 
better understood when the specific property rights involved are consid- 
ered. Often perverse results were generated by inappropriate restric- 
tions and subsidies established primarily in an attempt to aid the small 
farmer who formed the basis of the Conservationists’ ideal society. 
Specifically, for example, the public land policies adopted in the United 
States after the Civil War were designed primarily to grant property to 
small farmers. Legislation limited the legal disposition of the land to 160 
acres per claimant, and this land was only to be granted to bona fide 
settlers. Such restrictions were compatible with technological efficiency 
on lands suitable to grain and mixed farming in the non-arid regions of 
the West, but their application to situations where the 160-acre limitation 
was in conflict with technological efficiency created problems. Four 
such cases are discussed below. Each led to a situation that Conserva- 
tionists pointed to as evidence of the failure and immorality of the 
market. 

The arid range land of the high plains is the first case in point.3! Here, 
as John Wesley Powell had recognized in his survey of the region in the 
1870s, extensive grazing was the only viable form of agriculture. Powell 
estimated the minimum efficient size of operation of 2,560 acres of land 
and possession of a reliable source of water. Units of this size and larger 
that would have been attractive for private ownership were not, however, 
available from the government. Instead, cattle were raised on the open 
range in the manner made familiar in the fiction of the West. There were 
no legally enforceable property rights, nor was any other method used to 
control use of the arid grasslands. As a consequence the horrors 
attributed to the medieval commons occurred in the Great Plains of the 
American West. Initially the lands were occupied by well-financed oper- 
ations of the ‘‘cattle barons” who were able to reach informal agreement 
regarding land use. They could not, however, prevent the entry of 
smaller operations despite efforts at intimidation. As a result the 
resource was overused, the grass destroyed and the holding capacity of 
the land reduced. The culmination of the tragedy was the disastrous 
winter of 1887 when tens of thousands of cattle perished in the high 
plains. A traditional view blames this result on the greed of the cattle 
barons. It seems preferable to see it as the consequence of government 
action that created property rights that were inappropriate for raising 
cattle on the arid plains. 

The accumulation of public lands for logging operations in the Pacific 
Northwest is a second example.?2 The technology of the industry gave 
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considerable advantage to large operations, primarily because of the 
investment in temporary railroads needed to move timber from the 
woods. The 160-acre lots available under the public land law were too 
small to be attractive. Additionally, the claimant was required to swear 
that he ‘‘did not apply to purchase the same on speculation, but in good 
faith to appropriate it to his own exclusive use and benefit; and that he 
had not directly or indirectly, made any agreement or contract, with any 
person or persons whomsoever, by which title he might acquire from the 
Government should inure the others.’’? 

From 1880 to 1909, the law notwithstanding, vast amounts of timberland 
were acquired under the federal land laws and transferred to large investors 
and corporations. The General Land Office estimated that fully 10 million of 
the 12 million acres of timberland alienated under the Timber and Stone Act 
had been fraudulently obtained through the use of entrymen. Certainly the 
process appeared immoral but the alternative would seem to have been to 
leave the forest in the public domain, for the land was not attractive to bone 
fide settlers in 160-acre lots. In the public domain, at least until the creation 
of an efficient National Forest system, the woodlands were not properly 
managed but subject to timber theft and the problems of the commons. 
Thus underlying the issue was a conflict of goals that was unrecognized by 
the Conservationists, for generally the preference for the small unit over- 
rode concern for efficiency. Eventually the Conservationists argued, with- 
out understanding the influence of property rights on behaviour, that this 
sort of action demonstrated the immorality and inefficiency of private 
interests. Their solution was administrated control and they lobbied suc- 
cessfully for the creation of the National Forests managed by a professional 
forest service. 

The early history of petroleum extraction provides a third example of 
inadequate property rights leading to inappropriate over-exploitation of 
a resource under capitalist incentives.24 Here too the Conservationists 
and government regulation favoured small units that created problems 
for efficient management. The major common property problem arises 
from the migratory character of oil. As it is pumped from an under- 
ground pool, what is left will migrate toward the area of low pressure 
created by extraction. Prior to 1909, on federal oil lands such as predomi- 
nated in California, individuals could obtain title to 20 acres of land on 
which oil had been discovered. Since the major oil-bearing formations 
were thousands of acres in extent, and property rights to oil itself could 
only be obtained by extraction, title holders drilled and drained the 
reserve as rapidly as possible. Not only did this practice result in 
excessively rapid depletion of the reserve but also, by rapidly lowering 
the underground pressure, it limited the total oil recoverable from the 
field. One contemporary estimate suggested that competitive policies of 
“drill and drain” recovered between 20 and 25 percent of the oil in the 
formation while more orderly controlled extraction could have 
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recovered up to 90 percent. On federal land, oil holdings were kept small 
by legislation until 1930, when concern regarding the rapid competitive 
extraction in the North Dome Kettleman Hills field in California led to 
the passage of an amendment to the Mineral Leasing Act that permitted 
lease consolidation for unitized field production. The unified control of 
the production of the field internalized the effects of rapid drilling and led 
the private producer to undertake optimal extraction. Oil pools underly- 
ing privately owned lands, such as occurred in Texas and Oklahoma, 
presented similar problems. Individual owners were motivated to 
encourage drilling on their land to obtain royalties and so a ‘‘drill and 
drain” exploitation pattern developed because property rights to subter- 
ranean oil were deficient. Eventually private bargaining in these fields 
reduced, but seldom completely eliminated, the wasteful extraction 
procedures. By 1947 only 12 of some 3,000 oil fields in the United States 
were fully unitized to completely internalize the costs of extraction. The 
benefits of internalizing the potential common property problems of the 
oil fields, presumably, is a major explanation of the concentration of the 
oil industry into the hands of large companies. 

Historical property right developments seem prone to ironic inci- 
dents, and American oil extraction is no exception. The Teapot Dome 
scandal of the Harding administration is perhaps the most famous exam- 
ple of private company greed and political corruption combining to 
thwart wise resource policy. The basic facts are fairly straightforward. In 
1922, the U.S. Secretary of the Interior granted leases on the Elk Hills 
and Teapot Dome naval oil reserves, in each case to a single oil company. 
This created the first situation in which the externalities of an oil field 
were internalized by an appropriate property right. A considerable political 
furor arose immediately, with opposition not only from those who had been 
excluded from the fields but also from Conservationists. The Conserva- 
tionists’ concern arose out of apparent favouritism to big business and 
opposition to any exploitation of the reserves. They seem to have paid little 
or no attention to the problems of competitive extraction that were present 
before the granting of the leases. In 1927, before any significant experience 
could be gained regarding the operation of leases, the Secretary was con- 
victed of bribery for receipt of $100,000 in connection with the granting of 
the leases, and the leases were cancelled. 

Libecap has recently summarized the effect of the Teapot Dome 


Scandal on the oil industry: 


The federal lands literature almost unanimously views the original leases as 
examples of corruption and as evidence of the need for greater government 
intervention in oil markets. This view, however, obscures the conservation 
potential of the large leases, the contracting problems of combining small 
leases, and the political rivalries over federal land that underlay the criticism 
of conservation groups. The Teapot Dome controversy illustrates the fric- 
tion involved in political allocation of federal land at a time when institu- 
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tional arrangements were being established. The record reveals that for the 
parties involved, control of federal land and federal land policies, rather 
than conservation was the primary concern. The Teapot Dome controversy 
also had a longer term impact on oil production. It provided justification for 
the establishment of institutions for broad regulation of output.35 


The final example that deserves brief consideration here is the issue of 
the water needs of the arid regions of the western United States,*© which 
is often cited as a coming resource crisis. It, too, is a tangle of exter- 
nalities, legal property rights, equity and government subsidization. In 
the space available I can do little more than outline the problem. A basic 
premise of efficient use is that a scarce good should be provided only to 
the point at which its marginal social cost equals its marginal social 
benefit. In situations where costs and benefits are internalized and 
exchange rights are well specified legally, a private market is an excellent 
way to approximate this condition. For Western water the conditions for 
efficient use are violated. Water is even more migratory than oil, and 
natural externalities exist in the use of ground water, river water and 
irrigation water. Common law property rights to scarce water require 
“beneficial use,’’ which discourages both conservation and the sale of 
water rights. Federal irrigation projects, furthermore, have contained 
substantial subsidies so that the actual cost of water greatly exceeds the 
costs users pay. Moreover, federal regulations contain the familiar bias in 
favour of small users that has led to further subsidization and fraudulent 
behaviour to make the cheap water available to larger operators. The 
result of all these distortions seems to be that water is currently overused 
in the West; the marginal cost of its provision considerably exceeds its 
marginal benefit. So long as demand is considered independent of 
costs — as it often seems to be in the neo-Malthusian literature — a 
shortage may be perceived. This seems likely to be the product of a 
combination of inappropriate analysis and inappropriate property rights, 
which have often arisen from that analysis. 


Conclusion: Resource Shortage and the Market in 
Historical Perspective 


There has long been concern over the approaching scarcity of raw 
materials of various sorts but no such shortage has had an important 
impact in the West for well over a century and a half. The combination of 
technological change and the market have adjusted to changing condi- 
tions of scarcity. Many historians, for example, see the Industrial Revo- 
lution as being in large measure the process of substituting relatively 
abundant mineral resources for less abundant animal and vegetable 
products. The substitution was a response to prices. 

Markets are not perfect instruments of control; not only do exter- 
nalities often lead to distorted outcomes, but commodities may not pass 
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through markets and thus may be poorly allocated. Moreover, it is 
possible, and some argue it is likely, that since market economies have 
incentives to use free resources, the improvement in measured produc- 
tivity has been bought at the price of environmental degradation of a sort 
that cannot, because of its technical characteristics, be brought into the 
market. Certainly this issue cannot be ignored, but the historian is 
perhaps entitled to a bit of skepticism. The pollution and environmental 
degradation caused by current activities, despite legitimate areas of 
concern, do not seem obviously worse than the fatal industrial hazards 
and urban pollution of a century or more ago. Another important reser- 
vation regarding market processes arises from concern over the destruc- 
tion of the unique and irreplaceable, from creatures like the blue whale 
to, ultimately, many of the world’s mineral resources. There is strong 
- appeal in arguments that suggest that these should be preserved for the 
future of mankind and that market decisions based on a positive rate of 
interest that discounts future values are inappropriate. Thus, large pay- 
ments can be justified to avoid possible catastrophic outcomes. Such an 
argument must have its limits, however. Would it have been appropriate 
to have had those living a century and a half ago limit their use of coal 
and iron in our interest? 

Despite their imperfections, markets have performed well over the 
last century and more. In many cases externalities can be internalized by 
appropriate property rights to remove distortions, just as inappropriate 
property rights will introduce distortions of their own. The great advan- 
tage of markets lies in their ability to use the information acquired by 
individuals whose direct pecuniary interests are engaged and to provide 
incentives that reinforce appropriate action. This is not to deny a place 
for the professional civil servants from whom the Progressives hoped so 
much, but they have their own incentives which are unlikely to be 
directly tied to efficient use of scarce resources. In politics, power and 
interest dominate. Thus, society’s choice is between imperfect instru- 
ments — the market and the political process. It seems appropriate to 
rely on the political process for resource allocation only when the 
market is clearly inappropriate because of the technological charac- 
teristics of the product. 

Some of the statements of the neo-Malthusians notwithstanding, it is 
clear that markets respond to increasing shortage and higher prices. For 
example in 19th century Britain, steam engines on the coal fields burned 
three times as much coal per horsepower as steam engines in the Cornish 
mines or on ocean vessels where coal was scarce and thus expensive. 
More recent energy use shows a similar clear relationship to the cost 
consumers pay. In 1978, the rate of energy consumption in industrial 
countries was related closely to the price of energy to users. Observa- 
tions lay fairly closely along a line connecting Canada, where average 
energy costs US$170 per oil-equivalent ton and consumption was 
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0.7 tons per US$1,000 of GDP, and Switzerland, where costs were $340 
and consumption was 0.2 tons respectively.7’ These figures suggest 
quite an elastic response to energy prices. We have also examined in 
some detail the case of American timber. Here the market did well in 
equating supply and demand over time. 

Historians normally hesitate to draw policy conclusions from their 
work because one of history’s surest lessons is the unreliability of 
projection. Nonetheless, policy will be made and the study of resource 
scarcity and economic growth strongly suggests two conclusions. First, 
to focus on the availability of resources as either a constraint or a cause 
of growth is to fail to understand the essence of growth in modern 
economies. The rising standards of living of the past two centuries have 
rested on the twin supports of the fruitfulness of man’s imagination in the 
generation of technology and the flexibility of economies organized 
through markets adopting that technology and adjusting to changing 
conditions of resource supply. The constant process of adjustment and 
change has been as much a part of the growth process as the increasing 
standard of living. The policy implication is obvious. Interference in the 
economy risks distorting or dissipating the creative forces that have 
generated growth, just as the inappropriate property rights in the range 
and timber lands in the American West distorted activities there. This is 
not to say that there is no role for policy, since property rights them- 
selves are the creation of government policy. Rather, policy must be 
carefully considered not only with respect to its goals but also with 
reference to how it influences the dynamics of technological change and 
markets. 

The second conclusion that may be safely drawn from this study is that 
there is little or no evidence that increasing resource scarcity will justify 
substantial policy initiatives in the near future. Careful consideration of 
property rights and their limitations in certain resources, however, 
requires continuing attention. The problems of pollution, both currently 
realized and potential, may usefully be seen as the consequence of 
imperfect rights to air and water — probably made inevitable by the 
nature of the resources. In other cases, property rights may be created 
by policy that leads to inappropriate action — as in Western American 
water — and policy reform may be in order. Finally, society collectively 
has a legitimate concern for the future and should take account of 
possible unforeseen and irreversible consequences of current actions. 
State policy directed at reducing the risk of such outcomes may be 
appropriate. Nonetheless, the evidence suggests it is best to proceed 
slowly and with care rather than launch major policy initiatives which 
inevitably contain unforeseen side effects. 
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Notes 


This study was completed in November 1984. 


He 


~ 


See, for two prominent examples, Meadows et al. (1972) and U.S. Department of State 
(1980). 


. See Phelps-Brown and Hopkins (1955), and Phelps-Brown and Hopkins (1956). Any 


such long-time series is inevitably open to some questions of interpretation. How 
comparable are skills, the method of payment, the commodities used to construct the 
cost of living index; can conditions at Oxford colleges be used to indicate conditions 
generally in a largely agricultural and noticeably regionalized, if not localized econ- 
omy? Nonetheless, research by other scholars has generally confirmed the broad 
outlines of Phelps-Brown and Hopkins’ work. Modifications have occurred but the 
broad thrust of their conclusions remain. In Figure 1, the Phelps-Brown and Hopkins 
data are used until the early seventeenth century and then I have replaced this data 
with the results that represent my reading of the best current research. 


. See Schofield (1981). 
. The demographic historians have found, however, that the mechanics of European 


demography relied more on conscious decisions to limit family size through the age of 
marriage and childbearing behaviour, what Malthus (1798) called “moral restraint” in 
the later editions of the Essay and less on elevated death rates brought on by poverty, 
the ““misery and vice” of the first edition — see the discussion below. 


. This conclusion must be interpreted with care, however, since the observations at the 


end of the eighteenth century are influenced by the great war with France at least as 
much as they are by the demographic trends. 


. See Deane and Cole (1967), chap. 9. 
. See Kuznets (1954), pp. 82-83. 
. The income data are from Heston (1983), and the population data from Visaria and 


Visaria (1983). There are significant questions yet to be settled regarding the income 
data for this period so these results must be somewhat tentative in detail if not in 
general outline. Data for industrial real wages show impressive increases during these 
years. Furthermore, the national income estimates have been constructed on an 
assumption of constant agricultural yields which implies a declining availability of 
food per capita during the period. The real price of food declined during these decades. 
This suggests that perhaps the growth of income is understated in the estimates. 


. For a brief introduction to European demographic history see Wrigley(1969). 
. Turner’s seminal article was ““The Significance of the Frontier in American History,” 


read before the American Historical Association in 1893. For an excellent considera- 
tion of Turner and his influence see Hofstadter (1968), part 2. 


. The idea of the staple thesis pervades Innis’ writing. It was put forward ina particularly 


influential way in Mackintosh (1939). An extremely influential statement of the thesis is 
Watkins (1963), pp. 141-58. A useful collection of articles, many of which develop the 
staple thesis, is Easterbrook and Watkins (1967). 


The most prominent example is Easterbrook and Aitken (1958), Canadian Economic 
History, which was until very recently universally used as a text in courses on 
Canadian economic history. This view has not been all pervasive, however, see 
particularly Buckley (1958). Marr and Paterson (1980), a recent text, has placed much 
greater emphasis on non-staple-related issues than did earlier texts. 


. See particularly North (1966 and 1967). 
. Fora very interesting discussion of both contemporary perceptions of the West and the 


settlement process see Boorstin (1965), part five, “The Vagueness of the Land.” 


. See Harley (1978, pp. 865-78), and Harley (1980, pp. 218-50). See also Norrie (1975) 


and Lewis (1981). 


. See Fishlow (1966) and Harley (1974). 
. See Lower (1973) and McClelland ( 1966). 
. On the linkages to the South see Fishlow (1964) and Gallman (1970). On the railroads 


see Fishlow (1965), and Fogel (1964). 
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19. See Chambers and Gordon (1966, pp. 315-22). 

20. See Caves C1971): 

21. See Dennen (1977) and Southey (1978). 

22. This statement and the data underlying Figure 3 come from Urquhart (1984). 

23. See Barnett and Morse (1962, chap. 4), and Hofstadter (1968, part 1). 

24. See Ontario Ministry of Natural Resources (1974). 

25. See Olson (1971). 

26. See Jevons (1865). 

27. Ibid. 

28. See Barnett (1979). 

29. Ibid., pp. 164-65. 

30. For example, Nicholas Georgescu-Roegen seems to take this view. See Georgescu- 
Roegen (1979). More explicitly see Okay (1982, pp. 87-88). 

31. A fascinating discussion of aspects of this problem appear in Boorstin (1965), chaps. 2 
and 3 which include, among other things the “Johnson County (Wyoming) War” which 
forms the basis of the novel and motion picture Shane. 

32. See Libecap and Johnson (1979, pp. 129-42). 

33. Ibid: p. 13%. 

34. See Libecap (1984, pp. 381-93), and Wiggins (1984, pp. 87-98). 

35. Libecap (1984, p. 391). 

36. The classic source on California water issues is Bain et al. (1966). 


37. ‘““World Business Gains Pounds on a Low Oil Diet,” Economist, December 26, 1981, 
p. 66. 
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Entrepreneurship, Innovation and 
Economic Change 


DAVID W. CONKLIN 


Some Aspects of Entrepreneurship 


People use the word “entrepreneurship” to convey a variety of mean- 
ings. This paper looks at the role of entrepreneurship as part of the 
process of innovation, considering it both as a cause of economic change 
and as a response to economic change. 

The paper examines four aspects of entrepreneurship. First, 
entrepreneurship involves both the perception of an opportunity to 
innovate and the creativity entailed in responding to that opportunity. 
Some individuals, understanding the potential to alter previous produc- 
tion methods, may implement new techniques or organizational 
arrangements based upon that understanding, while others may con- 
front the same situation but not share the same insight or creativity. 
Second, entrepreneurship entails decisions based upon an analysis of 
uncertainty and risk. An error may occur; an attempt to innovate may 
fail. There is no guarantee that a new production method will succeed. 
Third, prices, profit and competition are an implicit and essential part of 
much of the literature on entrepreneurship. Prices and profit provide a 
set of guidelines for decision-making criteria for evaluating success. The 
desire to acquire profit forms a powerful incentive to innovate; further- 
more, competitors will strive to imitate a successful innovator, thereby 
reducing that innovator’s profit. Finally, entrepreneurship may have 
significant effects on people not directly involved in the process. Such 
third-party effects may reach beyond the realm of competitors and 
customers and lead to changes in society as a whole. This examination of 
‘perception and creativity,’ ‘uncertainty and risk,’ ‘prices, profit and 
competition,’ and ‘third-party effects’ will help us in considering the 
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prospects of a society’s development. For any society, the pace of 
economic growth and job creation may be strongly influenced by the 
extent of entrepreneurship and innovation. The appropriate role of gov- 
ernment in this process is examined at the conclusion of the paper. 

Because of constraints on the length of the paper, however, a substan- 
tial body of literature on entrepreneurship will not be dealt with here. 

There are differences of opinion about whether one should discuss 
entrepreneurship as an exogenous force that disrupts an economy’s 
equilibrium, or rather as the market mechanism whereby this equi- 
librium is attained (Kirzner, 1973, 1979). In the former view, one can 
develop an economic theory about the determination of prices by ana- 
lyzing equilibrium situations; meanwhile, entrepreneurship can be set 
aside for separate examination. Much modern neoclassical micro- 
economic theory does just this. In the opposing view, entrepreneurship 
is the process through which price changes occur, so that 
entrepreneurship must be at the centre of any discussion of prices and 
markets. Many scholars of the ‘Austrian school,’ following Hayek, 
emphasize the real world’s disequilibrium and the role of 
entrepreneurship in taking advantage of disequilibrium opportunities. 
The present paper will not be concerned with this debate, although 
insights from both schools of thought will contribute to our discussion. 

Furthermore, the paper does not address a wide range of business 
attributes which are generally considered to be good management prac- 
tices and which entrepreneurs must share in order to conduct their daily 
work successfully. Examples of-such characteristics include the ability 
to sell products, to direct and encourage personnel, to understand 
accounting techniques, and to negotiate contracts. Rather, this study 
will focus on aspects that the author considers most significant for the 
process of innovation and economic change. Likewise, when consider- 
ing the role of government, only selected aspects are examined, as the 
number and variety of government programs and regulations is 
immense. The paper comments on a few of the more important implica- 
tions that a discussion of entrepreneurship and innovation can have for 
government activities. 


Perception and Creativity 


Entrepreneurship is not simply the luck of being in the right place at the 
right time. Many people and institutions may possess the knowledge 
necessary for innovation, but they may lack the perception of how this 
knowledge can be used in business, or they may lack creativity and 
originality. Over the years, economists have written about perception 
and creativity in a variety of ways, leading to a number of interpretations 
of the word “entrepreneurship.” 

In a presidential address to the 1946 annual meeting of the U.S. 
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Economic History Association, Arthur H. Cole (1953, p. 183) empha- 
sized that the entrepreneur ‘“‘must have special personal qualities.” To 
illustrate these qualities, Cole quoted Jean-Baptiste Say, who wrote at 
the beginning of the nineteenth century that the entrepreneur must 
possess “judgment, perseverance, and a knowledge of the world as well 
as of business. He is called upon to estimate . . . the importance of the 
specific product, the probable amount of the demand, and the means of 
its production. . . . In the course of such complex operations, there are 
abundance of obstacles to be surmounted, of anxieties to be repressed, 
of misfortunes to be repaired and of expedients to be devised.” (Ibid., 
p. 183). 

Joseph Schumpeter (1961, p. 129) referred to entrepreneurs as “the 
leaders of modern economic life’? and described the “characteristic 
entrepreneurial function” as ‘“‘the carrying out of new combinations.” 
(Ibid., p. 137). These new combinations may include technical inven- 
tions, but the entrepreneur need not be a scientific inventor. In Schum- 
peter’s view, the entrepreneur is an innovator who creatively brings 
together the various elements necessary for a new business process. 
This process is not restricted to changes in production techniques. It 
may include new products, new services, or new ways of organizing 
economic activities, and the improvements may be made in sales, dis- 
tribution, or management systems, as well as in production facilities. 

By emphasizing “special personal qualities,’ one may focus on major 
undertakings and on innovators like John D. Rockefeller, Andrew Car- 
negie and Henry Ford. On the other hand, some economists, including 
Israel Kirzner, have viewed perception and creativity as a frequent 
response to the myriad opportunities that exist in a world of diseq- 
uilibrium. “Because the participants in this market are less than omnis- 
cient, there are likely to exist, at any given time, a multitude of oppor- 
tunities that have not yet been taken advantage of” (Kirzner, 1973, p. 41). 
From this perspective, ‘in an important sense, each human decision is 
an entrepreneurial decision” (Kirzner, 1979, p. 158). This draws atten- 
tion to entrepreneurship as a part of each individual’s economic activi- 
ties, rather than solely within the large-scale innovations of well-known 
business leaders. An example of such entrepreneurship that will be 
considered later occurs when individuals make decisions about the 
development of their own education and abilities, as well as decisions 
about their choice of job. 


Uncertainty and Risk 


“The earliest use of the term entrepreneur did not include risk bearing 
and capital provision among his duties. Cantillon, however, originated 
the theory of entrepreneurship as risk taker and in so doing, set the 
theory of entrepreneurship on a new course” (Hebert and Link, 1983, 
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p. 17). In his discussion of the early history of entrepreneurial theory, 
Hoselitz (1960, p. 250) states succinctly, “Cantillon’s theory of 
entrepreneurship is very simple. The function of the entrepreneur is to 
bear uncertainty.’ It should be emphasized, however, that economists 
have seen this taking of risks not as the purchase of a lottery ticket, when 
the outcome is dependent on chance, but rather as the conscious cal- 
culation of “risk-return outcomes” and the rational choice of a particular 
decision within a world where uncertainty exists and where errors can 
occur. 

Several economists have looked at the individual decision to pursue a 
specific course of action that carries with it a particular set of risk-return 
outcomes. This analysis has often been conducted within mathematical 
models based on assumptions concerning the structure of risk-return 
outcomes and the nature of the human decision process (Shackle, 1968, 
1970; Carter and Ford, 1972). Sometimes, one particular aspect of the 
entrepreneurial decision is examined. For example, Green and Shoven 
have focussed on the contractual relationships through which the 
entrepreneur borrows capital under conditions where a risk of bank- 
ruptcy exists. They “show how the risk of bankruptcy shapes the 
financial contract, and how the contract can be used to regulate the 
subsequent choices of the entrepreneur” (Green and Shoven, 1982, 
p. 49). 

In recent years, a different approach to this subject has also been 
pursued with the examination of new small businesses and, in particular, 
“venture capital” firms that have both an original production process 
and the risk of capital loss. These studies have included empirical 
analyses of many different sets of data in order to learn something about 
methods of financing, profitability, and survival rates (Wetzel, 1982; 
Brophy, 1982; Cooper, 1982). Knight (1982, p. 35) has pointed out that, 
‘For the most part, these are limited to the study of highly successful 
entrepreneurs,’ and has urged that more research should examine 
unsuccessful entrepreneurs, as well as those whose daily work is 
“unsophisticated.” 

Two methods of reducing uncertainty and risk deserve particular 
mention: investment in knowledge and information, and purchase of 
insurance. Economists have recently devoted special attention to the 
former, attempting to analyze the optimal degree of ignorance under a 
variety of conditions. In a seminal article Stigler emphasized ‘“‘the prob- 
lem of determining which technologies will be used by each firm (and, 
for that matter, each person). The choice is fundamentally a matter of 
investment in knowledge: the costs and returns of acquiring various 
kinds and amounts of technological information vary systematically 
with various characteristics of a firm: its size, the age of its present 
capital assets, the experience of its managers, the prospects of the 
trade” (Stigler, 1976, p. 215). Before each entrepreneurial action, a deci- 
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sion must be made about how much should be spent on acquiring 
knowledge and information. In some cases, this decision itself could be 
considered entrepreneurial. 

In many instances, insurance can be purchased to reduce or eliminate 
particular risks. Writers like Knight have examined the differences 
between risks that can be insured against and those that cannot. As 
Hebert and Link say: “The essential point for profit theory is that insofar 
as it is possible to insure by any method against risk, the cost of carrying 
it is converted into a constant element of expense, and it ceases to be a 
cause of profit and loss. The uncertainties which persist as causes of 
profit are those which are uninsurable because there is no objective 
measure of the probability of gain or loss” (Hebert and Link, 1982, p. 69). 
Entrepreneurship involves judgment in the face of risks that are unin- 
surable and that, consequently, expose one to loss. However, it should 
be noted that this decision about how much insurance to purchase for 
each aspect of the business process could also, in itself, be considered 
entrepreneurial. Both methods for reducing uncertainty and risk will 
enter our later discussion of the appropriate role of government. 

“One of the perpetual points of contention in competing theories of 
entrepreneurship is to what extent the roles of entrepreneur and cap- 
italist can be separated” (ibid, p. 19). Should the word entrepreneur be 
reserved for that individual who manages the innovating firm, bringing 
together the means of production in an original way? Or are the financial 
institutions and individuals that invest their capital also to be considered 
as entrepreneurs? Are perception and creativity the characteristics that 
make someone an entrepreneur? Or are entrepreneurial decisions only 
those that deal with uncertainty and risk? This paper argues that since 
both characteristics are essential components of innovation and eco- 
nomic change, both must be considered when a society’s development 
prospects and the appropriate role of government are analyzed. 


Prices, Profit and Competition 


Implicit in the above discussion is the assumption of the existence of a 
set of guidelines and success criteria. The potential entrepreneur is able 
to make calculations about costs and sales and therefore is able to 
develop expectations about his own rewards. In the literature of Western 
economists, the set of guidelines and success criteria are formed by 
prices and profit. The various aspects of an opportunity can be denomi- 
nated in terms of acurrency so that the potential entrepreneur can judge 
whether or not a proposed innovation will be an improvement over 
existing practices. Competitors will watch the entrepreneur to deter- 
mine whether the innovation is successful — that is, profitable; if so, 
they will probably copy the process. Such competitive imitation will 
tend to reduce the initial profitability. In writing about entrepreneurs, 
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Taussig has concluded that “‘by taking the lead in utilizing inventions or 
improving organization they make extra gains, which last so long as they 
succeed in holding the lead. Business profits, so considered, are ever 
vanishing, ever reappearing. They are the stimulus to improvement and 
the reward for improvement, tending to cease once the improvement is 
fully applied” (Hebert and Link, 1982, p. 68). 

This perspective emphasizes the importance of a society’s price sys- 
tem in determining the extent of entrepreneurship and the impact it will 
have on a society’s welfare. If the relationship among prices reflects 
relative scarcities and demands, then decisions on production and 
investment will be guided in the interests of society, given a particular 
income distribution. A great deal of microeconomic theory has regarded 
the establishment of these relationships as automatic in a free enterprise 
economy. However, a considerable body of literature looks at situations 
in which a free market will not provide guidelines that are in the society’s 
best interests, (Boadway, 1979, chap. 2) and it is important to recognize 
that this literature about market failure is meaningful in a discussion of 
entrepreneurship. 

In certain societies, some or all prices are not determined by the 
market but rather are set by government. This section underlines the 
significance of government price setting not only for current decisions 
about production and consumption — that 1s, static efficiency — but 
also for entrepreneurial decisions whose effects may not be felt imme- 
diately. In this sense, profit can be seen not only as the personal material 
reward — a powerful incentive for entrepreneurship — but also as an 
important criterion for success from society’s perspective. 

Kirzner has asserted that “entrepreneurship and competitiveness are 
two sides of the same coin: that entrepreneurial activity is always 
competitive and that competitive activity is always entrepreneurial” 
(Kirzner, 1973, p. 94). The potential entrepreneur reaches a decision 
after contemplating market opportunities and assessing the degree to 
which these have been met, or are likely to be met, by competitors. How 
the entrepreneur acts will affect the economic prospects of the com- 
petitors, and the existence of competition stimulates entrepreneurship. 
Profitability depends upon an individual’s position vis-a-vis one’s com- 
petitors; achievement of success is affected by how an individual’s 
economic behaviour compares with that of others. 

Competition forms a significant aspect of entrepreneurship for more 
specific reasons than these. Many governments provide patent protec- 
tion, so that an inventor may work and invest without the fear that his 
competitors will appropriate the benefits of new production methods. 
Economists have analyzed possible patent conditions, such as time 
limits, to determine how much they affect the benefits received by 
society (Kotowitz and Berkowitz, 1982, pp. 1-17). Even with patent 
protection for inventions, competition may reduce entrepreneurial inno- 
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vation below socially optimal levels. Pakes and Schankermann empha- 
size “two fundamental characteristics of knowledge as an economic 
commodity, its low or zero cost of reproduction and the difficulty of 
excluding others from its use. These features give knowledge the 
character of a public good and suggest that the structure of market 
incentives may not elicit the socially desirable level (or pattern) of 
research and development expenditures” (Pakes and Schankerman, 
1984). This argument leads readily to the following discussion of ‘“‘third- 
party effects” and will reappear in the conclusion, which examines the 
appropriate role of government. 


Third-Party Effects 


Entrepreneurship can give rise to significant third-party effects since it 
influences people and firms other than the entrepreneur. Innovation may 
reduce the profits of competitors and may even drive them out of 
business; on the other hand, it may cause other businesses, which sell 
materials and equipment to the innovator, to expand. Furthermore, 
innovation may reduce the prices that consumers have to pay for goods 
and services. Some employees may be hurt if technological change 
makes their skills obsolete. Yet other employees may enjoy an increased 
demand for their services. Such third-party effects may warrant govern- 
ment intervention for several reasons. First, a government may attempt 
to alter the pace and extent of an entrepreneurial activity in accordance 
with its assessment of likely third-party effects and the social rate of 
return (as distinct from the private rate of return). A second reason why 
third-party effects of entrepreneurship may lead to government interven- 
tion is that people who expect to be affected by an entrepreneurial 
activity may lobby the government, and so bring political pressure for 
such intervention. People likely to be thrown out of work, for example, 
may lobby for adjustment assistance or even for the pace of change to be 
retarded. 

Quite apart from these third-party effects on an individual or one 
sector of the economy, there are aspects that affect society as a whole. 
Entrepreneurial activity is a means of raising a society’s rate of growth. 
Overall, it appears that entrepreneurial activity has improved certain 
societies. In particular, productivity growth — which may be linked 
with such activity — seems to be a major component of economic 
growth. These relationship and economists’ analyses of them were sur- 
veyed by Griliches (1979). Five years later, Griliches (1984, p. 1) again 
examined ‘“‘the most important themes of research in this field,” includ- 
ing the “‘belief that invention and technical change are the major driving 
forces of economic growth.” Recently, many countries have experi- 
enced what Denny and Fuss have referred to as “The Great Productivity 
Slowdown.” In their words, “Productivity growth has been very slow in 
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the early 1980s, and there is growing concern that the government must 
undertake some action” (Denny and Fuss, 1982). Many commentators 
suggest that governments should provide special stimulus for entrepre- 
neurial activities. In 1983, Baumol stated, “The great productivity crisis 
of the past fifteen years has brought with it renewed concern over 
entrepreneurship. . . . The shadow that hangs over all this is the fear 
that, for some reason, the American entrepreneurial spirit has gone into 
decline, and that the pre-eminence of the U.S. economy is threatened by 
a newly emerging army of entrepreneurs marching forth from the soci- 
eties of Japan, Taiwan, Hong Kong, South Korea, and Singapore”’ 
(Baumol, 1983, p. ix). A closely related broad third-party effect that 
impinges on society as a whole is that government revenues and expen- 
ditures are affected by the rate of economic expansion. Ina time of large 
deficits, the argument for special stimulus for entrepreneurial activities 
to provide jobs and growth and to reduce social security payments for 
the unemployed may receive strong support for this particular fiscal 
reason. 

An entrepreneur invests capital, hires employees, buys materials from 
other firms, and sells new products to customers. It appears that the 
entrepreneurship that creates innovation and economic change can 
increase a society’s growth and development, raise its productivity, and 
create jobs for its citizens. These linkages deserve attention. But 
entrepreneurship may result in losers as well as winners, and may bring 
undesired or negative third-party effects as well. It is to these linkages 
that we now turn. 


Innovation and Economic Change 
The Impetus for Change 


In the 1920s, Kondratiev perceived and analyzed long-term trends in 
economic activities. He (Rothwell and Zegveld, 1981, pp. 36-43) sug- 
gested that an economic upturn contained forces that strengthened each 
other in a cumulative advance that could go on for severai decades. One 
such force could be the application of inventions that had never been 
implemented because of depressed economic conditions. With an eco- 
nomic upturn and expanding customer demand, entrepreneurs would 
have the confidence to introduce such inventions as innovations. Joseph 
Schumpeter refined Kondratiev’s insights and interpreted economic 
history largely in terms of the strength of entrepreneurial activity. 
Schumpeter (1939) focussed on a few pathbreaking innovations, each 
of which had cleared the way for many related innovations. The applica- 
tion of steam power to the manufacturing process provided an important 
19th-century example. Once steam technology had been applied in one 
process, the equipment could be modified quickly and easily for many 


40 Conklin 


other kinds of manufacturing. This soon reduced manufacturing costs. 
The need for new facilities and equipment created a demand for capital 
goods, which caused job opportunities. Growth, development, produc- 
tivity, and jobs — all were enhanced. 

The development of railroads greatly reduced transportation costs. 
Since transportation forms a component of most product costs, these 
became cheaper; new agricultural areas could be cultivated; competi- 
tion increased as the scope of each market widened; and railroads 
needed substantial quantities of capital goods. The railroad revolution 
affected all businesses. The lower costs and new marketing oppor- 
tunities opened up a wide range of possible innovations for all busi- 
nesses. That is, the railroad innovation made possible a long series of 
other innovations. Furthermore, the railroad innovation meant that new 
capital investments had to be made to produce specific commodities like 
trains, tracks and steel. 

In the first fifty years of this century, the development of electric 
power, together with its application in both production and consump- 
tion, provided unlimited opportunities for manufacturers to reduce 
costs. These opportunities were also found throughout the agricultural 
sector as rural electrification expanded, and as innovations in the pro- 
cessing and storage of food altered traditional marketing procedures. 
Domestic electrification spawned myriad new products. In this way 
electric power was an important innovation not only in itself but also by 
leading the way to countless other innovations as well. During the same 
period, automobiles and trucks became a major force in most econo- 
mies. Like railroads, they reduced transportation costs and expanded 
the scope of most markets. More than the other key innovations, motor 
vehicles came to form a large component of many nations’ economic 
activities, directly employing millions of people. The expansion plans of 
the motor vehicle producers could affect a society’s growth rate; their 
location decisions could alter the relative prosperity of entire regions; 
and their purchases of raw materials and components could determine 
the success and scale of hundreds of other businesses. 

Schumpeter explained the trends and cycles of many aggregate eco- 
nomic variables by relating them to these major entrepreneurial activi- 
ties. The latter reduced production and distribution costs throughout the 
economy, permitted the development of innovations in many other types 
of businesses, and caused a greatly increased demand for new capital 
goods facilities to produce machinery, equipment and construction 
materials. Economic expansion was cumulative. 

The basic insight of this Kondratiev-Schumpeter analysis is still rele- 
vant: innovations may affect the existing processes and relationships 
beyond the immediate business activities of the originating 
entrepreneurs. Relative prices can shift rapidly and can influence other 
sectors of the economy. As a consequence of these changes, some 
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people will become financially successful; others will be hard hit. This 
view of history suggests that attempts to check economic change will 
probably ultimately fail. Rather, a forthright recognition and understand- 
ing of the entrepreneurial process may help the public to accept the 
inevitability of adjustment, and its long-term advantages. 

A major impetus for economic change has been the growth of new 
trade relationships — a growth based on several significant trends. 
Within the past two decades certain developing countries have become 
newly industrialized and have created a manufacturing sector capable of 
exporting goods to Europe and North America. By paying extremely 
low wages, these countries are now able to compete within the markets 
of the developed nations in a wide range of manufactured goods. For 
generations, Britain and the United States were technologically ahead of 
other industrialized nations, but for the past few decades, this lead has 
been challenged. Most dramatically, Japan has been able to develop new 
manufacturing techniques and new forms of business organization that 
have created products for consumers in North America and Europe. 
Technological advance can have a sudden and substantial effect on 
existing markets, abruptly reducing the sales volumes, prices and profits 
of traditional manufacturers. Since World War II, political leaders have 
recognized that lower tariff barriers can increase international trade and 
so raise average incomes for all trading partners. New trade agreements 
that will expand trade are being sought. Often such arrangements expose 
traditional manufacturers to an unaccustomed competition for which 
they are unprepared (Department of External Affairs, 1983a, 1983b). 

European and North American manufacturers have been exposed to 
new competition because of these developments. Rapid shifts in foreign 
exchange rates have added to the surprising alterations in competitive 
positions. For all these reasons, business adjustment has become a daily 
requirement rather than a periodic search for improvement. A nation 
whose businesses rely on the growth of existing facilities and the expan- 
sion of current practices may find that its firms are losing sales, profits 
and jobs. The importance of entrepreneurship — and the preparedness 
to innovate and to experiment with new methods — has been increased 
by all these developments. 


The Impact of Economic Change on Jobs 


Looking ahead a decade or more, it seems likely that a society’s jobs will 
depend on its entrepreneurial capacity — its ability to take advantage of 
economic opportunities and to adjust to changes in international compe- 
tition. This capacity will affect the number and nature of jobs to be done, 
including the level of knowledge and skill that they require and the rate of 
remuneration. Being a leader in entrepreneurial activity will provide a 
society with substantial economic rewards; being a laggard will mean a 
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lower growth rate and higher unemployment. The presence or absence of 
natural resources will not in itself shape a society’s destiny to the degree 
that it has in the past. Rather, the society’s technology and human 
capabilities may be the key determinant in its relative costs and its 
comparative prosperity. 

Bird (1984, p. 23) has warned that for Canada “‘it is most unlikely that 
enough new high tech industrial jobs can be created to stem the long- 
standing relative decline of manufacturing employment,” and has sug- 
gested that government policy should encourage ‘“‘the transformation of 
existing industries” and “the upgrading of the skills and education of the 
labour force for better jobs — which will not, however, usually be in the 
manufacturing sector.” Benson Wilson has also predicted that ‘“‘job 
access for the great majority of people entering the labour market, 
including university graduates, is going to mean access to relatively 
conventional jobs with the ability to respond to, utilize, and move with 
the application of these new technologies as they are applied to these 
conventional jobs” (Wilson, 1985). Technological change will affect job 
prospects not so much by creating large numbers of new high-tech firms 
offering new high-tech jobs, but rather by enabling traditional industries 
to adopt new production techniques. Technological change will alter the 
content of many people’s jobs, requiring continual re-education and the 
acquisition of new skills. 

Any one particular innovation may hurt specific employees by reduc- 
ing their relative wages or by eliminating their jobs. For the workers who 
are hurt, technological change may be undesirable. At best, they may 
have to move to another corporation; at worst, they may have to retire 
early or spend a long time searching for work or being involved in 
retraining; they may even have to sell their home and move to a different 
city, paying relocation costs and possibly losing equity in their home as 
well as their company pension rights. If their community is small or 
offers few other employment opportunities, or if itis particularly hard hit 
by job losses, then the suffering may be severe and the unemployed may 
form a noticeable and politically powerful group. Hence, a society 
experiencing rapid and substantial technological change will inevitably 
contain workers who are hurt by the loss of their jobs and who may 
consequently seek government assistance, both to retard change and to 
help them with relocation, retraining, or early retirement (Green, 1984). 

What may be true for a society as a whole — that technological 
change enhances growth, productivity, income levels and jobs — may 
not be so for those members of society whose jobs have been adversely 
affected. This phenomenon — more and better jobs for most, yet fewer 
and worse jobs for some — may become more common as the pace of 
technological change quickens. It may give rise to political conflict over 
the optimal pace of technological change, over specific policies that 
could stem that change, and over programs for assisting those who are 
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hurt by the change. The proponents of change usually cannot point to 
specific new jobs that can immediately make up for the lost jobs brought 
about by change. They may point to expected cost reductions, quality 
enhancement, or new products, but these improvements cannot easily 
be quantified and balanced against lost jobs. Often the beneficiaries of 
change cannot be identified ex ante. This is particularly troublesome 
when the jobs being lost are obvious and when the employees who face 
severe adjustment problems plead for government obstacles to change. 

In the new international trade relationships discussed above, govern- 
ment policies will have a clear and dramatic impact on specific Canadian 
jobs. The current and prospective reductions of Canadian tariff barriers 
in accordance with existing General Agreement on Tariffs and Trade 
(GATT) arrangements and the negotiations over freer trade with the 
United States will probably result in job losses and reduced incomes for 
certain Canadian workers. Benefits from these government policies 
cannot be guaranteed, nor can they even be predicted precisely. Further- 
more, the advantages of reduced import prices will be spread over the 
entire consuming population and, consequently, will be of rather minor 
significance for each individual, even though they may be substantial for 
society as a whole. The losers know who they are and can foresee their 
losses; the prospective winners do not know the degree of their potential 
gain. Similarly, the developments abroad — technological leadership in 
non-North American nations, and competitiveness from newly indus- 
trialized countries — are having a strong effect on specific Canadians 
whose jobs and incomes are being eliminated or cut back. The reduction 
of import prices often does not create an obvious group of beneficiaries. 
Consequently, government erection of non-tariff barriers, such as 
import quotas, government procurement policies that favour Canadians, 
and special financial assistance to domestic firms, will create social 
conflict (Quinn and Slayton, 1982). By retarding change, such policies 
will maintain existing jobs and incomes at the cost of reductions in long- 
term gains that depend upon that change. 

Government programs to assist private corporate R&D expenditures 
appear not to have become the focus for conflict over the pace of 
technological change. Government assistance for university research 
and the current trend toward corporate-university cooperation in 
research have also not elicited political opposition from interests 
opposed to change. Nor have recently constructed government facilities 
that disseminate new production techniques. Yet it is clear that some 
industrial policies, such as government grants and tax concessions for 
R&D, will hasten change, leading to job and income losses for some 
producers as well as gains for entrepreneurs and possibly for all Cana- 
dians as consumers. Perhaps the conflict is minimal simply because the 
losses created by such changes were not clear when these programs were 
being debated. The employees and firms who will be hurt have not 
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realized the extent of their future losses. Perhaps they have felt that they 
too could obtain special government assistance if they became victims of 
such losses. 

It is also significant that regional and provincial conflicts have not 
focussed on such government programs, whose objective is to stimulate 
technological change. It appears that modern entrepreneurship brings 
with it special economic advantages of regional agglomeration, in which 
geographical proximity facilitates the innovation process. Con- 
sequently, these government programs will eventually assist certain 
specific regions and cities — perhaps Ontario more than other prov- 
inces, and Metropolitan Toronto more than other cities. The unfortunate 
regions may simply not yet understand the extent of their probable 
losses, or perhaps they expect to be compensated for such losses 
through the federal system of income redistribution. 

Most individuals may face entrepreneurial opportunities and have the 
capability of substantially altering their income. One common example 
is deciding about a career, which today requires great investment in one’s 
own skills and knowledge as well as the risks involved in one’s choice of 
employer. Today job obsolescence and employer bankruptcy are apt to 
reduce or even eliminate one’s income, while alterations in circum- 
stances can provide new demands for one’s talents and, consequently, 
possibly higher income. The extent to which most citizens have become 
entrepreneurs and as a consequence face uninsurable risks in their daily 
economic activities may have implications for the appropriate role that 
government can play. _ 

In sum, technological change will hurt some jobs and benefit others. 
Changes in international trade may provide entrepreneurial oppor- 
tunities, but at the same time may be opposed by the particular firms and 
employees who will be hurt. These firms and employees may lobby 
Canadian governments to introduce policies that can protect their inter- 
ests and that can retard change and reduce concomitant benefits. Mean- 
while, government industrial policies that stimulate technological 
change through grants, tax concessions and public research facilities 
appear to have not yet elicited a similar opposition from the interests that 
will be hurt. What is clear is that entrepreneurship and technological 
change interact with the social and political structure, creating conflict 
within that structure and, in turn, being affected by government policies 
that are formulated by that structure. It is to this broad issue that we now 
turn our attention. 


The Social and Political Structure 


In capitalist nations, the desire to attain material success and advanced 
social status has served as a major incentive for entrepreneurial activi- 
ties; entrepreneurship has been intimately linked with social change. It 
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has been able to alter existing social relationships, and some people have 
seen it as their best means of advancement. Yet social rigidities and 
attempts to maintain the status quo can act as strong barriers to 
entrepreneurship. 

Many studies of pre-World War II entrepreneurship have examined 
particular success stories. They have emphasized the fluidity and open- 
ness of social and political structures that permitted the speedy introduc- 
tion of new techniques. the rapid growth of new corporations, and the 
swift acquisition of wealth, power and prestige by successful 
entrepreneurs. In the 19th century, the United States stood out as a 
nation whose social and political structure permitted economic change 
to a degree not found in other nations. Many writers have commented 
positively on the lack of government intervention and the general 
laissez-faire environment in United States history. Post-World War II 
studies of entrepreneurship and growth look at the same subject from a 
more negative perspective, discussing the obstacles to change that a 
government can establish in its efforts to protect vested interests. Olson, 
in particular, has investigated this theme, concluding that the govern- 
mental protection of vested interests almost inevitably ossifies a society. 
He identifies the lobbying by special interest groups that leads a govern- 
ment to create barriers to change. In his opinion, a society that does this 
slows down its own progress. Only a dramatic and pervasive shock, like 
military loss in a major war, can smash the rigidity of such arrangements 
and open a society once more to economic change and progress. 

Both historical and modern analyses emphasize how dependent 
entrepreneurship is on the absence of government impediments. These 
studies conclude that the pace of change is largely determined by the 
extent of government interference. Criticism of mercantilism, argu- 
ments for free trade, and insistence on the rights of individuals vis-a-vis 
the state have all touched upon the relationships between economic 
change and the rigidity of the social and political structure. In this sense, 
the writings of Olson and his followers are not entirely original. What is 
new and significant is that the latter have concentrated on the process of 
current government decision making within democracies, making use of 
the recent literature on public choice. They examine the impact of vested 
interests on that process and the ability of established groups to maintain 
their income, wealth and social status by preventing change. Several of 
Olson’s central tenets bear on this issue: 


« “On balance, special-interest organizations and collusions reduce 
efficiency and aggregate income in the societies in which they operate 
and make political life more divisive.” 

¢ “Distributional coalitions slow down a society’s capacity to adopt new 
technologies and to allocate resources in response to changing condi- 
tions, and thereby reduce the rate of economic growth.” 
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> “The accumulation of distributional coalitions increases the complex- 
ity of regulation, the role of government, and the complexity of under- 
standings, and changes the direction of social evolution” (Olson, 1982. 
p. 74). 


Olson explains the ““economic miracles” of nations defeated in World 
War II, particularly Japan and West Germany. Military defeat shattered 
the protective privileges that government had established in response to 
traditional vested interests, and it enabled new groups and individuals to 
advance unhampered by restrictions. “At least in the first two decades 
after the war,” Olson writes, ‘“‘the Japanese and West Germans had not 
developed the degree of regulatory complexity and scale of government 
that characterized more stable societies” (Ibid., p. 76). 

At the other extreme, Olson describes the calcification of rela- 
tionships and practices in Britain, detailing the way in which it has 
retarded economic change. He points out that this is the nation with the 
longest period of time since suffering from any major national disaster 
such as revolution, invasion, or dictatorship. He links this political 
stability with the fact that the economic growth of other large democ- 
racies has surpassed Britain’s. Olson discusses Britain’s calcifying spe- 
cial interest groups, particularly the trade unions, professional associa- 
tions such as lawyers, and producers’ organizations such as farmers’ 
groups. “In short, with age, British society has acquired so many strong 
organizations and collusions that it suffers from an institutional sclerosis 
that slows its adaptation to changing circumstances and technologies” 
(Ibid., pp. 77-78). 

Olson’s argument should be kept in mind when Canada’s development 
prospects are examined. Courchene has drawn attention to the tendency 
of Canadian governments to create what he has termed “a protected 
society,” and he has warned that “this new wave of government inter- 
vention is likely to be particularly inimical to the viability and flexibility 
of the market economy” (Courchene, 1980, p. 557). It should be empha- 
sized that government policies can act in this manner and, consequently, 
that the evaluation of policies should devote attention to their long-term 
retardation of change. Considerable support can be found in this argu- 
ment for the minimization of government intervention, for sunset laws 
that require periodic future evaluation of current policies, and for politi- 
cal processes that minimize the political power of special interests. 
Olson himself has placed great stress on the ability of free trade, together 
with the free movement of labour, capital and firms, to disrupt estab- 
lished procedures and to break the protective policies created by and for 
domestic interests. Canadians should give special attention to Olson’s 
advice about the importance of ensuring that international economic 
relations are free from government intervention and so are able to 
stimulate innovation and economic change. 
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A separate literature has argued that entrepreneurship alters social 
and political relationships, destroying established patterns and replacing 
them with new arrangements. The editors of Entrepreneurs in Cultural 
Context summarize this argument: 


Cultures are ultimately transformed by the actions and decisions of individ- 
uals. Perhaps in no area of social science research is this process more 


dramatically illustrated than in the study of the entrepreneur. ... The 
entrepreneur is also able to work within the cultural system while con- 
sciously upsetting its state of equilibrium to his advantage. . . . In many 


ways then, the entrepreneurs are the movers and shakers of any society 
(Greenfield, Strickon and Aubey, 1979, p. vii). 


Schumpeter was a prominent proponent of this view. He explained the 
economic development of capitalist societies as a “process of creative 
destruction” in which the “fundamental impulse that sets and keeps the 
capitalist engine in motion comes from the new consumers’ goods, the 
new methods of production or transportation, the new markets, the new 
forms of industrial organization that capitalist enterprise creates.” 
Schumpeter (1962, p. 83) described the “process of industrial muta- 
tion. . . that incessantly revolutionizes the industrial structure from 
within, incessantly destroying the old one, incessantly creating a new 
one. This process of Creative Destruction is the essential fact about 
capitalism.” 

Landes (1969, p. 545) has linked these two perspectives, noting that 
“economic theory has traditionally been interested in one half of the 
problem — the determinants of economic change — rather than its non- 
economic effects; and it has long vitiated that half by holding non- 
economic variables constant.” Landes stresses the fact that economic 
development is a process that “affects all aspects of social life and is 
affected in turn by them.”’ Referring to specific economic achievements, 
he has concluded that these “material advances in turn have provoked 
and promoted a large complex of economic, social, political, and 
cultural changes, which have reciprocally influenced the rate and course 
of technological development” (Ibid., p. 544). 

This combination of the two perspectives suggests the self-reinforcing 
nature of change and the self-reinforcing nature of ossification. Rapid 
entrepreneurial advances alter relationships, thereby preventing the 
codification and regulation of conduct that could hinder future 
advances. But a society that falters in its economic development will 
automatically lose the fluidity of structure upon which a revival of 
development depends. The second perspective, which sees social and 
political structures as being changed by entrepreneurial advances in a 
cumulative process, strengthens Olson’s warning that governmental 
protection of vested interests can lead a nation into decline. 

The careers of individual entrepreneurs add another dimension to the 
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relationships between social structure and entrepreneurship. A dis- 
proportionate number of entrepreneurs have come from minority groups 
who are outside the mainstream of society. Wilken (1979, p. 11) refers to 
many authors who have concluded “that entrepreneurship very often is 
promoted by social marginality. . . . Individuals or groups on the perim- 
eter of a given social system or between two social systems are believed 
to provide the personnel to fill entrepreneurial roles. They may be drawn 
from religious, cultural, ethnic, or migrant minority groups, and their 
marginal social position is generally believed to have psychological 
effects which make entrepreneurship a particularly attractive alternative 
for them.” Hagen has carried this an additional step by focussing not 
simply on minorities but on minorities who have suffered “withdrawal of 
status respect.” He looks at various situations that lead to such ‘‘with- 
drawal of status respect” and, in particular, has noted the importance of 
self-selection immigration and non-acceptance in a new society. 

Immigration entails self-selection in that immigrants generally are 
aggressive and optimistic risk takers. Furthermore, they may find that 
avenues to success in their new country are blocked: they are not part of 
the established cuiture and their professional qualifications may not be 
honoured. Their only available route for advancement may be to go into 
business. Exposure to different production methods in their homeland 
may spur certain immigrants to take risks and pursue an entrepreneurial 
career (Hagen, 1962, p. 190). 

Wilken has noted the importance of cohesion within the immigrant 
community and “the presence of positive attitudes toward 
entrepreneurship within the group . . . a high degree of group solidarity 
or cohesion . . . isnecessary to counteract whatever opposition may be 
forthcoming from mainstream groups within the larger social situation” 
(Wilken, 1979, p. 12). 

Of course, a society does have the ability to modify its entrepreneurial 
climate. Many modifications involve trade-offs with other social objec- 
tives, and these trade-offs will be examined in a later section. Although 
much of the modification occurs as a result of government intervention, 
some comes about through changes in social values. If citizens are 
concerned about their prospects for economic development, then they 
should be aware of how their country’s social and political structure 
affects the entrepreneurial climate on which those prospects depend. 
There is an essential relationship between the extent of fluidity, openness 
and adaptability in a society and the degree of entrepreneurship that is 
found there. 

Some commentators have suggested that the individual decision 
making upon which Western progress was based has been supplemented 
by group decision making within the private corporation that is con- 
templating innovation. Within each firm, creative and conscientious 
initiative has become necessary at many different stages of the produc- 
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tion process. Entrepreneurial characteristics must be cultivated 
throughout economic organizations. Some authors argue that this 
requires a radically new approach to management-labour relations and 
group versus individual success criteria within each firm. For corporate 
employees to work together in joint problem solving will require new 
decision-making procedures and structures, as well as new social 
attitudes toward consensus building. Reich, whose views have been 
shaped by Japan’s experience, is a proponent of this theory: 


The success of modern Japan, in particular, seems to contradict Max Weber, 
the German sociologist, who attributed the West’s economic progress to the 
demise of traditional relations like guilds, parishes, and clans and to the 
simultaneous rise of individualism. Japan’s emphasis on community, con- 
sensus, and long-term security for its workers — based squarely on tradi- 
tional communal relationships — appears to have spurred its citizens to 
greater feats of production than has the rugged individualism of modern 
America. . . (Reich, 1983, p. 16). 

A social organization premised on equity, security, and participation will 
generate greater productivity than one premised on greed and fear. Collab- 
oration and collective adaptation are coming to be more important to an 
industrialized nation’s well-being than are personal daring and ambition 
(Reich, 1983, p. 20). 


Reich places great emphasis on what he terms “‘flexible-system produc- 
tion.” The era of standardized mass production is disappearing in the 
Western world, largely because the newly industrialized countries are 
able to manufacture at much lower costs. Inits place has come a demand 
for commodities that are unique_or that have small production runs. In 
Reich’s opinion, such commodities require innovation as well as special 
skills. All workers must be involved in the development of the product. 
The traditional corporate command structure cannot respond quickly or 
appropriately enough to the customers’ specialized needs. New patterns 
of corporate organization are necessary, Reich argues — patterns that 
foster entrepreneurial attitudes among all workers. 

In his book, How American Business Can Meet the Japanese Challenge, 
Ouchi (1981, p. 50) has gone so far as to claim that in Japan “nothing of 
consequence occurs as a result of individual effort.”’ Similarly, Athos 
and Pascale state in their book, The Art of Japanese Management: 
Application for American Executives, that “for the Japanese, indepen- 
dence in an organizational context has negative connotations; it implies 
disregard for others and self-centredness. . . . The work group is the 
basic building block of Japanese organizations. Owing to the central 
importance of group efforts in their thinking the Japanese are extremely 
sensitive to and concerned about group interactions and relationships” 
(Athos and Pascale, 1981, p. 125). The participative approach to decision 
making requires the exploration of alternative solutions by managers 
and production workers until a consensus is reached. This process 
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minimizes the role of middle management by bringing senior manage- 
ment into direct contact with the workers. 

Currently, many Western corporations are attempting to introduce 
some elements of the Japanese approach and to imbue production 
workers with more feeling for their company’s objectives and success. 
The concept of “quality circles,” for example, requires groups of 
employees to develop new techniques to improve the quality of the 
product they are manufacturing. The expansion of profit sharing is based 
on a hope that production workers will be more conscientious and 
creative so that their firm will benefit. 

Some authors, like Reich, believe that a basic change in social 
attitudes and in government intervention will be necessary to attain 
Japan’s pervasive entrepreneurial initiative. Rugged individualism must 
be replaced with group decision making and consensus; laissez-faire 
capitalism must be replaced with a much greater commitment to educa- 
tion, retraining and adjustment assistance. 

Yet such opinions are not universally accepted. Many observers focus 
on the achievements of individual entrepreneurs, even within Japan: 
others note that the Japanese have had more success in imitating the 
innovations of other nations than in innovating themselves. 


Urban and Regional Concentration 


Urban and regional studies have emphasized ‘agglomeration econo- 
mies,” which are the special benefits that accrue to individuals and firms 
simply because of an increase in the size of the community within which 
they live and work. A wide variety of goods and services provides the 
consumer with more choice and the prices of some things may be 
reduced. This may be true of government goods and services as well as 
those privately produced. Individuals know that if they lose their jobs, 
they have a better chance of finding new jobs, and they have more 
opportunities to move upwards by changing their jobs. Firms may save 
on transportation and communication costs by locating in a densely 
populated region. Inventories can be smaller; production schedules may 
well be smoother. Firms have access to a larger work force with a wider 
variety of skills. Advertising may be more effective, and firms may 
operate on a larger scale with lower unit costs. 

Quite apart from such traditional urban and regional economies, there 
are particular reasons why entrepreneurial activities will be more geo- 
graphically concentrated. To the extent that innovation is an inter-firm 
process with one company’s entrepreneurial activity being linked with 
that of others, it may be essential for some firms to locate near one 
another. To the extent that innovation depends upon university research 
facilities, firms will locate near the leading universities and, con- 
sequently, near each other. To the extent that innovation requires highly 
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sophisticated and specialized scientific skill, it may be necessary for an 
entrepreneurial firm to locate near similar firms, from which it may 
entice employees. 

Earlier, we examined the relationships between entrepreneurship and 
the social and political structure. A federal nation may contain cities and 
regions with widely varying social and political regimes and entrepre- 
neurial activity may find a more welcome environment in some locations 
than in others. One criticism of Olson’s writings, for example, is that he 
treats nations as homogeneous units. For a federal nation like Canada, 
Olson’s argument should be modified so that differences in the entrepre- 
neurial environment among provinces, regions and cities are made clear. 
These differences in entrepreneurial environment cumulate on top of the 
reasons cited above for regional concentration, particularly since entre- 
preneurial success will, of itself, alter the social and political structure in 
ways favourable to further entrepreneurship. 

A survey of 250 high technology firms in California’s Silicon Valley 
sought to determine where and how new companies were started, who 
started them and why. Of the firms examined, 85.5 percent were begun 
by former employees of existing firms. Researchers concluded that “A 
tremendous amount of work is involved in starting up a new business. 
New employees must be recruited, facilities and supplies must be lined 
up. Founders of new enterprises are less likely to find these in unfamiliar 
areas than in locations where their own companies were” (Shapiro, 1983, 
p. 60). 

The significance of these tendencies can be seen in the postwar growth 
of microelectronic firms, which have concentrated in a few urban 
regions — highway 128 in Boston, the Silicon Valley near Stanford, and, 
in Canada, the Ottawa valley and Metropolitan Toronto. To the extent 
that the ready availability of natural resources loses its importance as the 
determinant of investment location, and to the extent that urban and 
regional concentration is intensified by the special agglomeration econo- 
mies of entrepreneurial activities, we may expect an increase in dis- 
parities based on city, region and province in Canada. In the process of 
entrepreneurial adjustment, we may expect some cities to forge ahead 
quickly while other cities and regions will suffer as their growth pros- 
pects diminish. It is therefore likely that social and political conflict over 
the optimal pace of adjustment and over the appropriate role of govern- 
ment will increasingly follow regional and provincial lines. 


The Role of Government 


Stimulating Perception and Creativity 
in an International Context 


Historians usually examine entrepreneurs and their innovations from an 
international perspective, describing each individual’s accomplish- 
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ments in the context of world progress. Much current discussion of 
entrepreneurship and innovation similarly ignores a society’s bound- 
aries. This can be an error when evaluating public policy issues, such as 
the appropriateness of using government funds to. stimulate 
entrepreneurship. Should a government assist creativity and originality 
or should it assist in the diffusion of innovations developed in other 
nations? Daly and Globerman (1976) have examined the Canadian self- 
interest by scrutinizing “existing and proposed policies.” They believe 
that at present “Particular encouragement is given to the indigenous 
development of new technology of a ‘break-through’ nature, rather than 
to the rapid diffusion of existing new products and techniques that could 
have a quicker and more predictable impact on output and perfor- 
mance.” The Canadian government seeks to encourage ‘significant 
technical advances,” while ““Much of the recently emerging evidence 
belies this notion and suggests that achieving increased efficiency and 
greater international competitiveness in Canadian industry requires that 
higher priority be given to encouraging more rapid diffusion of new 
technology” (Daly and Globerman, 1976, p. 7). 

A small country will capture a relatively small proportion of the gains 
from an original innovation since many of the firms that can exploit it 
operate in other jurisdictions. For a small country, the current state of 
international patent protection — which may offer inadequate legal 
power to capture all these foreign benefits — is an additional incentive 
for governments and private interests to invest in diffusion. This situa- 
tion demonstrates a weakness in the common reference to research and 
development. Basic research, even when it leads to specific innovations, 
may yield gains that cannot easily be captured by the innovating firm or 
by others within the country of origin. Development funds that enable an 
innovating firm to adopt and adapt practices that have already been 
discovered may provide benefits, of which a much higher proportion can 
be captured by that firm or by others within the same country. In public 
policy discussions, then, it may be useful to draw a distinction between 
programs that assist truly original innovation and programs that assist 
the diffusion of new technologies. 

In the first section, it was suggested that private interests may 
rationally reject certain types of research and development because they 
correctly recognize their inability to capture an adequate portion of the 
favourable results. To the extent that such private rejection is based 
upon the probable capture of favourable results by other firms in the 
same nation, a government may intervene to stimulate research and 
development, knowing that its citizens, as a group, will capture and 
benefit from all the favourable results. Government provision of public 
funds to cover part of the costs of innovation may be the only means 
whereby a society can achieve an advance that is financially worthwhile 
for that society as a whole. A really difficult element enters when one 
attempts to calculate the degree to which the favourable results will be 
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captured by other nations rather than by one’s fellow citizens. How can 
one predict the ability of other nations to copy the advance, the price at 
which they will market the products that result from it, and the timescale 
of such responses? These are particularly serious questions in a world 
where industry is being rapidly restructured and where trade rela- 
tionships are changing. International agreements to protect patents 
could be important, but many nations refuse to sign such agreements 
and their enforceability is severely limited. The recent case in which IBM 
claimed that certain Japanese had illegally obtained scientific secrets 
presents an interesting example of these difficulties (Eells and 
Nehemkis, 1984, p. 46). 

In theory, one might hope for international funding to stimulate inno- 
vations from which all nations may benefit. A small step has been taken 
with international cooperation in space research, and discussions about 
nuclear fusion research have dealt seriously with the possibility of joint 
funding. But so far governments have been reluctant to share the costs of 
innovation. 

International agreements to protect patents, together with interna- 
tional flows of trade and investment, tend to counteract these free rider 
problems. A substantial literature has examined “technology transfer” 
within the private sector, and particularly within multinational corpora- 
tions. Hymer (1976, p. 25) has shown how foreign direct investment is 
used “to appropriate fully the returns on certain skills and abilities.” 
Noting that a firm can sell or rent its special expertise, Hymer suggests 
that “which method it chooses depends largely on the degree of imper- 
fection in the market for the skill. If the market is imperfect, the owner 
may not be able to appropriate fully the returns to the ability unless he 
controls its use” (Hymer, 1976, p. 26). 

In a review of “Harry Johnson’s Contributions to International Trade 
Theory,” Corden (1984, p. 581) has stated that “the much-cited ‘Interna- 
tional Corporations’ paper is built around the idea that the primary 
function of the multinational enterprise is the generation and interna- 
tional transfer of productive knowledge. . . .”” However, Corden quotes " 
Johnson’s warning that ‘it does not necessarily follow that recompense 
through monopoly profits on the use of knowledge is the ideal arrange- 
ment for the host country” (Corden, 1984, p. 581). In his recent article on 
international trade, foreign investment, and the formation of the entre- 
preneurial class, Grossman (1984, pp. 605-14), has examined, by means 
of a theoretical model, how both trade and investment can have negative 
long-term effects on the development prospects of certain societies. In 
Canada, there has been considerable debate about the disadvantages of 
relying on foreign direct investment as the vehicle for technology trans- 
fer. Many Canadians consider the entrepreneurial achievements of 
domestically located, foreign-owned companies to be different from the 
technological advances of Canadian-owned firms. Because of these 
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differences, it is argued that Canada will receive greater economic 
benefits from the latter than it will from the former. Canadians who share 
this view advocate public policies to stimulate the entrepreneurship of 
Canadian-owned firms, rather than foreign multinationals (Britton and 
Gilmour, 1978). 

Economists have no definitive answers to these questions, and one 
can expect that debate over the optimal mechanism for international 
technology transfer will continue to remain near the centre of public 
policy controversy. What is left is the practical need to examine pro- 
posals for stimulating entrepreneurship in the context of national bound- 
aries, trade competition and “‘free rider” problems. In many instances, 
this narrower perspective may lead to public policies that help firms to 
adapt foreign innovations rather than policies directed at more original, 
creative objectives — that is, policies aimed at development and diffu- 
sion rather than at research. 

International trade patterns, and the trade agreements on which they 
are based, inevitably are affected by entrepreneurial activities since they 
bring down costs and provide new and better consumer products. A 
nation’s entrepreneurial success may create advantages for its trading 
partners by reducing the price they pay for their imports. Yet disadvan- 
tages may accrue as well, since competitors may have to make adjust- 
ments or fall by the wayside. The losses and adjustment difficulties in the 
non-innovating society lead to even more frustration if the foreign inno- 
vation has been helped by a foreign government’s financial assistance. 
With government programs to stimulate entrepreneurship, the total pro- 
duction costs of economic activities diverge from the individual firm’s 
costs. In such cases, export prices may be much less than total costs 
would be if public funds were included as part of the real production 
costs. Consequently, the trading partner whose businesses are being 
compelled to adjust may justifiably regard the entrepreneurial achieve- 
ments as unfair competition. A government’s programs to stimulate 
entrepreneurship may prompt foreign governments to respond as their 
domestic producers realize how they are being hurt. Governments must 
take into consideration the foreign retaliation that may ensue before they 
undertake such programs. 


Sharing Uncertainty and Risk 


A distinction is sometimes drawn between government aid that is di- 
rected to those people who happen to have low incomes and to those 
corporations that require “‘bail-outs” to survive, and government aid 
that represents an ex ante social sharing of entrepreneurial risk. The 
former may result in some reduction of entrepreneurship, while the latter 
may actually stimulate entrepreneurship. On the one hand, rational 
analysis of risk-return outcomes, and the incentives promised by suc- 


Conklin S55 


cessful innovations, will be different if decision makers know that they 
may receive government aid regardless of their success or failure. A 
substantial and pertinent body of economic literature has examined this 
problem, referred to as “moral hazard” (Shavell, 1979, pp. 541-62). 
Furthermore, entrepreneurial efforts may be sidetracked to try to max- 
imize the aid that can be obtained through government lobbying and 
public appeals. The economic literature known as “public choice” has 
dealt with this danger, inherent in government programs that offer fi- 
nancial assistance to particular individuals, groups or businesses 
(Trebilcock et al., 1982). On the other hand, a society may recognize that 
some of its members could be hurt by economic change occasioned by 
circumstances beyond their control; and the government may develop 
programs that form both a safety net to limit the extent of such individual 
losses and also an adjustment process to assist individuals and firms who 
wish to move away from obsolete economic activities. Canada’s recent 
Industry and Labour Adjustment Program (ILAP) grants illustrate this, 
since they fund equipment for new production processes and retraining 
for workers within firms that have been severely hurt by recent competi- 
tion attributable to changes in international trade relationships. But the 
distinction is not always clear-cut; observers may disagree about 
whether a particular program 1s of the former type or of the latter. Let us 
examine this issue in more detail. 

Reference was made in the first section to the fact that nearly everyone 
in a changing society must make judgments in the face of uninsurable 
risks. Personal decisions concerning education, career, employer and 
private investments all involve such risks. Since modern life has auto- 
matically subjected everyone to important risk bearing, an argument is 
sometimes made for a new kind of government intervention that pools 
specific risks and rewards so that individuals are less exposed to eco- 
nomic misfortune. That is, government may be able to insure against 
risks in a situation where citizens want such insurance and where no 
institution other than government can provide it. The enormity of the 
risk sharing may be so great and its nature so complex that private 
institutions may not be able to administer it effectively. Present-day 
economic activities now involve such new and severe risks for all cit- 
izens that the optimal social contract may entail a sharing of many of 
these risks, as well as a sharing of the concomitant rewards and losses. 
Arguments for such risk sharing may recommend provision of public 
funds for many specific purposes: the personal acquisition of knowledge 
and skills; employment relocation costs, retraining, and the sale of 
homes; or guarantees of certain investments, such as deposits in finan- 
cial institutions. | 

Of particular importance is the view which sees the development of 
human capital as the result of individual entrepreneurial decisions and 
which sees risk sharing as an appropriate insurance purpose of govern- 
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ment policies. This view has received special attention ina recent article 
on “Market Adjustment and Government Policy.” The three authors 
suggest that a “well-known failure in the market for human capital stems 
from the inability of workers to diversify their portfolios across alterna- 
tive skills or professions. As a result, workers are said to be too risk 
averse from society’s perspective. Numerous schemes have been pro- 
posed to offset this risk aversion, including the financing of job retraining 
and other subsidies to promote human capital formation” (Harris, Lewis 
and Purvis, 1984, p. 112). In a “Comment” on the paper, Proulx has 
discussed a number of specific Canadian government programs that act 
in this way (Proulx, 1984, pp. 124-30). 

Some observers have applied a similar argument to the Canadian 
government programs that provide loans to corporations and guarantees 
for loans that corporations have borrowed privately. The Economic 
Council of Canada (1982, 1983) has analyzed these activities in several of 
its recent publications. One rationale for a public sharing of uninsurable 
risk of capital loss is illustrated by the following example, taken from one 
of these publications: 


Suppose that there were 100 R&D projects that could be undertaken in totally 
unrelated fields, each costing $1 million and each with a 50 percent chance of 
success. Suppose further that for each successful project, the revenue 
would be $4 million, thus generating a profit of $3 million: for each unsuc- 
cessful project, the $1 million would be lost. If all the projects were under- 
taken, one would expect about 50 of them to succeed, generating a total 
profit of $150 million (50 x $3 million). When the $50 million spent on the 50 
projects that are expected to fail is subtracted from that amount, there is a 
net profit of $100 million for all the projects combined. Yet it is quite 
conceivable that a firm would hesitate to invest $1 million if the 50 percent 
chance of a $3 million profit were offset by an equivalent chance of losing its 
investment. If such risk aversion were widespread, most of the 100 projects 
could remain untackled, and most of the $100 million gain could remain 
unrealized. This example illustrates all at once that risk-spreading can be a 
reason for government to assist the R&D process and that it need not be a 
reason if firms are not especially reluctant to face risks or if the odds are not 
good enough, even from society’s point of view (Economic Council of 
Canada, 1983, p. 32). 


The application of the government risk-sharing argument to corpora- 
tions seems to involve the concept of an acceptable size of downside risk 
based on the size of the decision-making entity. In the above example, a 
large enough corporation would conduct all the projects, but a corpora- 
tion of adequate size may simply not exist. This type of market failure, 
based on the inability of the private market to create a sufficiently large 
corporation to conduct the necessary number of high-risk projects, may 
vary in significance over time and among countries. For example, it may 
be that the United States has venture capital investment firms of greater 
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number and size than does Canada. So this government risk-sharing 
argument may be appropriate in Canada but not in its larger neighbour. 

Other aspects of government risk sharing also deserve mention. Ina 
modern democracy, some special interest groups will actively try to 
retard those aspects of economic growth that will inflict hardship on 
them. Special payments may be a necessary compensation in a democ- 
racy to purchase the acquiescence of those who will be hurt by economic 
growth. In this sense, a social consensus may involve an acceptance by 
society of change and growth because a safety net exists for those who 
will be hurt. The safety net of government assistance programs may be 
seen as a sharing of the risks of economic change. In this view, such 
programs may enable more rapid economic change than could otherwise 
occur. Public pensions, for example, could be seen as the only politically 
acceptable way of forcing older workers to retire, thereby giving way to 
younger workers who may be more capable of implementing new pro- 
duction methods. 

A substantial theoretical literature assesses the effects on society’s 
well-being of changes that improve the welfare of some while reducing 
the welfare of others, and (Asimakopulos, 1978, pp. 418—40) the concept 
of compensation payments is a central element. Government may be the 
most appropriate mechanism to make such payments. In any case, the 
literature dealing with compensation criteria forms a useful framework 
for evaluating certain government programs of financial redistribution. 
From this perspective, one may appreciate that these programs facilitate 
entrepreneurship and innovation by compensating those who are 
harmed and by thus reducing their potential opposition. Much govern- 
ment planning and regulation seeks to reduce risk, not in the manner 
described above — through the social acceptance of risk as a form of 
insurance — but rather by eliminating spontaneous or unanticipated 
change. This general desire for planning can lead to greater certainty, 
but, at the same time, can reduce the opportunity for entrepreneurial 
initiative. Some regulations can be seen as a form of government plan- 
ning, by which the scope for private decisions is sharply restricted, often 
to the advantage of vested interests. Other regulations seek to enforce 
social accountability and social obligations on private firms. Acceptable 
behaviour is described by government and required by government. The 
post-World War II expansion of planning and regulation has no doubt 
diminished entrepreneurial activity below the level it would otherwise 
have attained. In demanding government intervention, citizens should 
be aware of these long-term costs of forgone innovations, which exist 
apart from the current increases in production costs. The view is often 
expressed that “‘a more permissive public policy and attitude — that is, 
a reduced regulatory environment — would foster both organizational 
and technological innovation” (Ronen, 1982, p. 3). In its paper on 
reforming regulation, the Economic Council of Canada concluded, “Our 
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research suggests that Canada’s comprehensive system of direct eco- 
nomic controls has resulted in a substantial waste of economic resources 
and reduced the degree of dynamism and innovation in several important 
sectors of the Canadian economy” (Economic Council of Canada, 1981, 
p. 136). The long-term implications of many kinds of planning and regula- 
tion are relatively uncertain. Society should be prepared to recognize the 
experimental nature of these regulations and should try to modify those 
government interventions which are later seen to have had deleterious 
effects; society should know, too, that reduction of uncertainty and risk 
through planning and regulation may have particularly serious effects in 
reducing entrepreneurship and innovation. 


Assessing Government Employees as Entrepreneurs 


Governments have often chosen to own and operate economic activi- 
ties. A central message of this paper is that, as in the past, so in the 
foreseeable future, all economic activities will be buffeted by change. 
Ours is an era of rapid change and adjustment. Established practices and 
procedures will inevitably be replaced by new methodologies and new 
products, frequently because of competition from foreign enterprises, 
but often simply because of the overwhelming pace of technological 
advances. Entrepreneurial adjustment will be essential for all economic 
activities, including those owned and operated by governments. 

Quite apart from the need for entrepreneurship within its own eco- 
nomic activities, is the need for entrepreneurship in its decisions that 
affect the private sector. When a government decides to give grants or 
loans to individuals or firms in the private sector, then the public service 
becomes a part of the entrepreneurial process: the public service must 
possess enough perception and creativity to recognize and support 
perception and creativity; it must evaluate risk-return outcomes and 
decide which possibilities it will support. Deciding which funding 
requests should be accepted and which should be rejected are entrepre- 
neurial decisions. Government employees may even attempt to negoti- 
ate changes in the applications for funding. To the degree that govern- 
ment employees lack entrepreneurial characteristics, a society may wish 
to avoid these kinds of government intervention, and it may wish to 
adopt practices that are aimed specifically at stimulating entrepre- 
neurship within the public sector. 

The historical, classical analyses of entrepreneurship are helpful in 
investigating this issue. Examples of successful entrepreneurs and 
bureaucrats are believed by some to be at opposite ends of any spectrum 
of entrepreneurial behaviour. The creativity and spontaneity, the indi- 
vidual initiative and personal risk taking of the entrepreneur contrast 
sharply with the obedience to bureaucratic rules, concern for proper 
process, and reference to chains of authority that mark the government 
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employee. Individuals who seek the financial rewards that accompany 
successful risk taking and originality probably will not apply for public 
service positions, while those citizens who fear risk taking and appreci- 
ate an occupation that has clear guidelines, may be more inclined to 
apply for government positions. In describing entrepreneurs, Ronen 
states simply, “Rarely does this individual reside in the large, bureau- 
cratic organization. . . . The entrepreneur and the small firm seek each 
other out. The managerial-type individuals, preferring the executive 
suites of large organizations, hardly encourage alert entrepreneurs to 
cast permanent anchor anywhere near them” (Ronen, 1982, pp. x and 5). 
As was indicated earlier, marginal individuals who have been raised 
outside the established social order — for example, members of mi- 
nority groups and immigrants — may see private entrepreneurship as 
their only route to wealth and prestige. Such backgrounds and personal- 
ities may not be accepted readily into the elite ranks of civil service 
leadership. 

Bureaucracies are endemically resistant to change. Thompson has 
emphasized that “in the case of the bureaucratic organization, however, 
there is special need for caution with regard to change” (Thompson, 
1965, p. 19). Specialization is part of the bureaucratic structure, and 
those who have become proficient at one particular activity have a 
strong vested interest in opposing change. Furthermore, the employees 
become “specialized in working with one another. . . . Consequently, 
any suggestion for change must be measured against its effect on the co- 
operative system as a whole. Bureaucratic organizations must plan and 
control change” (Thompson, 1965, p. 19). Perception and creativity are 
not encouraged — and may even be discouraged. Elsewhere, 
Thompson carries this view further: ““Many studies attest to the fact that 
groups, Over a period of time, exert powerful conformist pressures on 
their members. . . . Consequently, there is nothing about groups as 
such that can be guaranteed to increase individual creativity; they could, 
in fact, have just the opposite effect” (Thompson, 1969, p. 14). 

Thompson’s basic theme is that “the literature on problem-solving | 
suggests that for some kinds of tasks, groups are more effective than 
individuals, while for other tasks the reverse is true” (Thompson, 1969, 
p. 11). This theme is pursued by Arrow in an article on innovation in large 
and small firms. Arrow bases his analysis on the belief that ‘‘“entrepre- 
neurial activity, however defined, operates in different ways in large 
firms than in small ones” (Arrow, 1983, p. 16). Decisions about capital 
allocation differ because they are based on different decision-making 
procedures; the internal accounting prices of large firms may not reflect 
relative costs; and information may not be conveyed as readily within 
large firms as it is through changes in market prices. In some ways, large 
firms are in the same position as government bureaucracies in fostering 
entrepreneurship, but in several very important respects government 
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bureaucracies face much greater barriers. The large firm does respond to 
market prices; it pursues profit as a clear success criterion, and it is 
shaped by and interacts with its competitors. By contrast, government, 
bureaucracies may not respond to market prices, they may not pursue 
profit as a criterion of success, and they may lack competitors. Let us 
consider how these combine to determine the pace of investment and 
disinvestment; then let us examine prices, profit and competition 
separately. 

Stories are recounted of entrepreneurs selling their prized personal 
possessions to gain the final small funding necessary to attain success. 
Certainly, many entrepreneurs sign personal guarantees by which their 
personal wealth is loaned to the capital funds of their companies. In 
undertaking new and original activities, such individuals recognize the 
importance of being persistent and the likelihood of initial losses before 
ultimate victory. It is easy to look toward government support as simply 
an extension of this type of persistence. Public funds can enable an 
enterprise to continue beyond the point at which private owners would 
have to capitulate. Occasionally, such persistence leads to an otherwise 
unattainable achievement. 

Government financial support for entrepreneurial activity can alter 
the natural pace of expansion as well as the natural disinvestment 
process. Initial smallness and growth based on success in the mar- 
ketplace, minimize the probability of large-scale losses when new proj- 
ects fail. Many entrepreneurial activities will fail regardless of the 
amount of capital that is poured into them. Knowing this, the private 
sector will demand results before providing additional funding. Govern- 
ments seem much more reluctant to cut their losses and end attempts to 
innovate. Consequently, the persistence that governments alone can 
support will often be an unwise extension that simply loses more capital 
than is necessary. This danger of government participation in the entre- 
preneurial process deserves special mention, together with the need for 
governments to formulate better rules governing the pace of expansion 
and the timing of disinvestment, as well as the desirability of better 
public awareness of the inevitability of failures and losses in entrepre- 
neurial activities. 

The earlier discussion of entrepreneurship may lead one to doubt the 
ability of a government administration to attract potential entrepreneurs, 
and thereby may lead one to argue for a minimization of government 
ownership, operation and control of particular firms. Apart from this 
issue, the earlier discussion may also cast some light on how best to 
foster entrepreneurship in those areas that a society chooses to leave in 
the hands of government. Particularly relevant, perhaps, are the com- 
ments on prices, profit and competition. 

In order to reach an entrepreneurial decision that involves new pro- 
duction methods, the decision maker must be able to measure, compile 
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and compare the many changing aspects of these methods in some 
common scale, so as to ascertain whether the new combination of costs 
and outputs will be more or less favourable than those yielded by the 
existing production methods. The price structure is absolutely decisive; 
it is through price comparisons and combinations that the decision 
maker can anticipate probable results. The price structure sets the 
guidelines for entrepreneurial decisions. Simple repetition of traditional 
production processes need not rely on these guidelines nearly as much 
as do the deliberations over the advisability of adopting particular 
innovations. 

In the past, non-communist governments have probably not paid 
sufficient attention to the implications of the price structure for entrepre- 
neurial activity. To some degree, this need has not been as pressing as it 
is today, because decision makers within non-communist governments 
have been able to refer to free market prices as the basis for their 
calculations. Now, however, governments themselves are playing a 
major role in determining the price structure, with the result that prices 
may be influenced significantly by administrators, rather than by market 
forces of relative scarcity and demand. Observers who have examined 
economic practices in communist nations have devoted considerable 
attention to the implications of government price intervention for entre- 
preneurial decisions. The concerns about communist price-setting 
expressed in that literature have a growing relevance for non-communist 
nations, since the latter have extended their governments’ influences 
over prices. 

An example of such concerns is the literature dealing with a firm’s 
decision to alter a product’s quality, and increase profits, when confront- 
ing prices set by government rather than by the marketplace. Competi- 
tion among firms may take the form of quality competition rather than 
price competition. Faced with such a possibility, a government may be 
tempted to establish quality standards as well as to set prices. “For 
central planners to respond to quality debasement by lowering the 
market price is not a reasonable solution if central planners desire 
production of a better quality product” (Conklin, 1970, p. 143). The 
possibility of altering quality severely complicates government price- 
setting. In a market where prices are set by government, the quality issue 
is intimately linked with possibilities for innovation. “Central planners 
may find it particularly difficult to obtain detailed information concern- 
ing the cost and quality changes that potential innovations would entail if 
implemented; and so the implications of time lags in the price adjustment 
process are especially important in the realm of technological change” 
(Conklin, 1970, p. 119). Decisions to innovate will be affected by the 
existing price structure, and the resulting pattern of innovations may not 
be the most socially desirable. Central planners may not be able to 
respond as quickly or as well as could the continual process of price 
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adjustments in a free market. A recent body of literature within Western 
economics has begun to address these issues. General programs of wage 
and price controls, implemented to restrain inflation, have been 
reviewed from this perspective. Studies have also been made of specific 
programs that deal with individual economic activities, where a govern- 
ment has decided to interfere with market price-setting (Walker, 1976; 
Levin, 1981, pp. 1-26; Viton, 1981, pp. 362-79: Heinkel, 1981, 
pp. 625-36). 

A major concern is that price relationships determined by government 
that may have once been appropriate may no longer be so, and may be 
sending the wrong signals to agents in both the government and the 
private sectors. The need to change such government regulations as 
circumstances change is illustrated by the following quotation from the 
Economic Council of Canada’s report Reforming Regulation: 


Eventually, however, many regulations tend to outlive their usefulness. The 
conditions that led to their introduction may no longer exist or, even if they 
do, there may be new and more pressing demands for the employment of the 
economy’s scarce resources. Technological change has substantially 
altered the structural and competitive conditions in some industries; overall 
growth and change within the economy have, furthermore, altered the 
income position of various groups in society. Government regulatory pol- 
icles, especially those that seem to inhibit the natural dynamics of markets, 
have very different consequences and meaning in the halting economic 
environment of the 1980s than they had in the high-growth climate of the 
1950s and 1960s. 

The question that then arises is: how can we offset the tendency in the 
policy-making process to adopt new regulations uncritically and to maintain 
existing ones long after they have outlived their usefulness? (Economic 
Council of Canada, 1981, p. 5). 


Entrepreneurial decisions within government activities can be sensitive 
to profit both as a success criterion and as a personal financial incentive. 
Once again, reference to the experiences of communist nations is useful. 
Decision makers must be given some success criterion, and communist 
countries have experimented with a wide variety of yardsticks, including 
minimization of average production costs, maximization of output 
denominated in some physical attribute such as weight or number of 
units, and several aspects of profit: profit per unit of capital, profit per 
unit of labour, and the ratio of profits to total production costs. A 
substantial literature has developed on the distortions fostered by such 
criteria; this literature may now be relevant in non-communist nations 
that have extensive government enterprises (Wood, 1958, pp. 566-89; 
Domar, 1966, pp. 734-57; and Conklin, 1969, pp. 452-55). Communist 
nations have learned that even within government-owned enterprises, 
people do respond to personal financial incentives to a degree that 
cannot be achieved solely on the basis of exhortation or appeals to 
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comradeship and patriotism. Bergson has drawn together a variety of 
data that reveal that even the U.S.S.R. has continued to rely upon 
substantial income differentials (Bergson, 1984, pp. 1052-99). 

Entrepreneurship and competition are regarded as being intimately 
linked, with the latter acting as a constant stimulus to the technological 
advance of all participants. This literature indicates the importance of 
creating government structures within which separate units can com- 
pete. This competition should enable the more successful units to 
expand and to receive financial rewards as well as social recognition. At 
the same time, the competition among public institutions should compel 
the contraction, or at least prevent the expansion, of those units that are 
less successful. The array of possible competitive modes deserves more 
detailed analysis and experimentation so that entrepreneurship can be 
fostered within government. 

Rivlin (1970, p. 120) has emphasized the need to learn more about 
different ways of providing government services. She has analyzed 
“three strategies for finding more effective methods of producing educa- 
tion, health, and other social services: (1) analysis of the ‘natural experi- 
ment,’ (2) random innovation, and (3) systematic experimentation. The 
major conclusion was that all three strategies should be pursued with 
increased energy and greater methodological sophistication.”’ Rivlin has 
recommended that governments should actively experiment with new, 
alternative approaches as a permanent entrepreneurial search for 
improved programs and procedures. The present paper suggests the 
value of conducting this search within a competitive environment. It is 
through competition that firms that deliver goods and services will 
display their most creative and diligent efforts, and it is through competi- 
tive comparisons that choices among alternative modes can best be 
made. In this regard, special mention should be made of an advantage 
that may accrue to nations with federal political structures. Within broad 
nationally established objectives, it may be possible for the subnational 
governments to pursue different methods for delivering goods and serv- 
ices. A federal state may thereby provide a natural laboratory for the 
kinds of experimentation advocated by Rivlin. 

Many government programs have been designed specifically to foster 
productivity improvements in particular sectors of the economy. For 
example, Ontario’s recently established six high technology centres 
seek to encourage the adoption by private corporations of innovations in 
the production of automobiles and farm machinery, and in the use of 
robotics, microelectronics, and computer-assisted design, computer- 
assisted manufacturing (CAD-CAM). Other programs have been 
designed to improve productivity throughout the economy. Assistance 
for investment, suchas accelerated depreciation, is seen as one means of 
increasing the use of the newest machinery and equipment, which will, it 
is hoped, make use of the latest and most efficient technology. Special 


64 Conklin 


tax concessions for research and development are regarded as one 
means of advancing the frontier of that technology. As Denny and Fuss 
(1982, p. x) have emphasized, it is not possible to predict accurately what 
the actual impact will be of changes that, in theory, promise improved 
productivity. In referring to “a menu of possible policies,” they warn 
that “With our current knowledge, we cannot be certain of the size of net 
benefits of any policy to enhance productivity growth. Any steps taken 
to improve our productivity performance should be monitored carefully 
to ensure that the net benefits are positive.”” No doubt this is true for all 
the government programs and policies discussed above. This paper 
suggests that experimentation and evaluation should be pursued, as 
much as possible, within a price structure, where prices do reflect 
relative scarcities and production costs; within a framework of clear 
success criteria, including profits based on those prices; and within an 
environment of competition, where successful units will expand while 
unsuccessful units will contract. 


Dealing with Third-Party Effects: 
Social Rate of Return Versus Private Rate of Return 


Quite apart from the risk-bearing argument for government capital 
assistance are possible shortfalls of the private rate of return realized by 
innovation from the social rate of return it generates. Such shortfalls 
may arise, for example, from the ease with which knowledge is diffused 
beyond the firm that is undertaking an innovation, and the difficulty that 
the firm in question has in capturing any payments for the returns that 
such knowledge generates for others. The Economic Council of Canada 
(1983, p. 28) has argued that: 


Estimates of the social and private rates of return for 17 product and process 
innovations introduced by U.S. firms of different sizes in several manufac- 
turing industries from the early 1950s to the early 1970s show that the 
average social rate for these innovations was 56 percent. The private rates 
were much lower, the average being 25 percent before taxes. 


Government intervention to assist R&D is often justified on the basis of 
such calculations. Over the past few decades, some economists have 
devoted considerable attention to determining which benefits and costs 
outside the individual or firm should be included in ascertaining the true 
social effect of private decisions by these individuals or firms. Further- 
more, they have developed an extensive literature on the technical 
calculations one may use in this type of analysis. It should be pointed out 
that disagreements do still exist as to the most appropriate methodology 
(Misham, 1976). Consequently, one cannot accept the precision of such 
calculations as those of the Economic Council of Canada, quoted above. 
It is also important to note that these difficulties of calculating third- 
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party effects are relevant for much of the discussion throughout this 
paper. In the preceding section, Rivlin was quoted as emphasizing the 
importance of experimentation in the provision of government services. 
In the present context, we can stress the practical difficulties of evaluat- 
ing the results of such experimentation because of the near impossibility 
of calculating third-party effects. In fact, theoretical disagreements can 
arise about whether particular third-party effects should even be 
included in a government’s calculations (Gunderson, Halpern, and 
Quinn, forthcoming). 

Certain activities have a set of third-party effects that warrant special 
mention. Sometimes, once an innovation has been made by one individ- 
ual or firm, the use of that innovation by others involves no additional 
cost. Difficulties of excluding others from its use may mean that benefits 
from the innovation accrue to society in general. In the first section, 
authors were quoted who emphasized this “public good” nature of 
knowledge and the research and development that can produce knowl- 
edge. It is to this subject that we now turn. 

In our modern age, knowledge and skills are regarded by many as new 
types of social overhead capital, essential for society’s progress and yet 
not adequately developed if they are left entirely to private concerns. 
Consequently, many see the government’s participation as decisive. 
Knowledge and skills form the framework for today’s entrepreneurial 
activities. Reich has termed our age “the era of human capital.” He 
emphasizes the need for government adjustment assistance to enable 
those workers displaced by economic change to develop new skills for 
new jobs. The above discussion of public risk sharing suggests that 
individual investment in one’s education and skills entails a large risk of 
obsolescence, and that this alone could justify public funding as the only 
means for insuring the otherwise uninsurable risks involved. Third-party 
effects of educational and research facilities provide a strong additional 
argument for public funding. 

Public research facilities deserve special mention, as a modern form of 
social overhead capital, necessary for today’s entrepreneurship. A pre- 
cursor of this was the creation of agricultural research institutes and the 
development of linkages between university agricultural science depart- 
ments and the implementation of new farming techniques, together with 
the use of new seeds and new fertilizers. This agricultural revolution, 
with its pervasive entrepreneurial innovation, depended very much on 
public research facilities. Individual farmers and the corporations sup- 
plying those farmers were able to experiment with new production 
methods based on the research conducted in the publicly funded institu- 
tions. Left to themselves, farmers and corporations could not have 
afforded this level of institutional development, largely because they 
could not capture all the benefits of the research and because their 
organizational problems would have been immense. Schultz has empha- 
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sized the importance of externalities in this type of research: ‘under 
competition, the reductions in real costs of producing agricultural prod- 
ucts realized as a consequence of agricultural research are transferred in 
large measure to consumers” (Schultz, 1981, p. 11). Such externalities 
occur through price reductions and cause the social rate of return in 
research investment to exceed the private rate of return. 

A recent book by MacAulay and Dufour examines the increasing 
devotion of university research to industrial technology. Their concern is 
that “Perhaps the major barrier to the adoption of industrial research by 
universities is the idea that academic science must somehow be pure and 
_ above strictly utilitarian considerations.” The authors argue that ‘“‘the 
machine (i.e., industrial research and technology) has long ago made its 
appearance in the quiet gardens of academe, without the devastating 
effects that have been feared” (MacAulay and Dufour, 1984, p. 12). It 
now seems clear that university research facilities are increasingly being 
linked with the practical innovation difficulties that Canadian firms are 
facing. 

These linkages are not necessarily obvious or easy. The public good 
nature of knowledge can prevent a university-corporate activity from 
capturing even a major portion of the benefits from a joint investment in 
R&D. To the degree that universities themselves are regarded as being 
publicly owned, it is not clear how much of the knowledge that can be 
derived from the activity should automatically enter the public domain 
and become generally available. On the other hand, to the extent that a 
university and a corporation have a right to preclude others, how should 
the financial costs and benefits be apportioned between the two parties? 
These issues have gained prominence as joint university and corporate 
R&D activities have increased greatly in recent years. Maxwell and 
Currie, in a study of this issue, conclude that “The bottom line of this 
analysis is that there are clear benefits to the participants and to the 
country as a whole from increased collaboration” (Maxwell and Currie, 
1984). 


Choosing a Socially Optimal Rate of Economic Change 


A society that makes its economic environment more favourable for 
entrepreneurship may also reduce the degree to which it can achieve 
other objectives. Conversely, the implementation of new social pro- 
grams and the adoption of new social values may impair entrepreneurial 
activity. Within society, particular groups may advocate the pursuit of 
objectives that are in their own interest, and so the trade-off process may 
spark social and political conflict. Since many of the direct beneficiaries 
of an entrepreneurial environment do not possess established social, 
economic, or political power, the proponents of an entrepreneurial envi- 
ronment must wage an uneven struggle against vested interests. Olson, 
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of course, feels that the unevenness of this struggle dooms a nation’s 
progress. Conceivably, a better understanding of the entrepreneurial 
process and of the trade-offs with other social objectives may lead a 
nation to a wiser set of decisions that will prevent Olson’s gloomy 
prognostications. 

Some nations view inequality of income and wealth as socially 
undesirable. A basic purpose of some political parties is to reduce such 
inequality. A myriad of government programs seek to provide financial 
assistance to less fortunate individuals. To finance such programs, gov- 
ernment taxation systems are designed to take funds disproportionately 
from the wealthy, who are often those to whom market mechanisms 
allocate high rewards for their activities. To what extent does such 
redistribution alter economic incentives? The answer to this question is 
not clear, and yet it is obvious that some substantial after-tax incentives 
must be left if entrepreneurship is to be a pervasive and strong source of 
progress. Furthermore, it is in the interests of society to design expen- 
diture and tax programs so as to impair such incentives as little as 
possible. Many such programs are relatively new, and their effects on 
incentives are relatively unknown. The experimental nature of these 
programs should be recognized, and society should be prepared to 
modify programs that appear to have the most deleterious effects. 

Canada is a nation with significant regional inequalities of income and 
wealth. Many government expenditure and taxation programs have 
sought to reduce these regional inequalities. Some critics believe that 
these efforts have significantly reduced the adjustment process within 
Canada. Individuals and firms have rejected the greater risks of migra- 
tion and the development of new skills and new production processes 
because of the security offered by government programs, which enable 
them to continue with their old, established economic activities in the 
same geographical locations. 

A society may feel that some regulations over private sector activity 
can enhance important aspects of living. Environmental regulations may 
improve the quality of life. Other regulations may protect people as 
consumers. Truth-in-advertising and anti-combines legislation are 
examples of such protection. A society may believe that some business 
circumstances require government to set prices directly. This paper 
argues that, in making decisions such as these, asociety may often face a 
trade-off between government intervention and future innovations. This 
trade-off deserves attention because it is usually not explicitly seen — 
future innovations form an ephemeral concept that cannot be quan- 
tified. It is difficult to make a trade-off when only one-half of the ledger is 
clearly visible. This paper emphasizes the importance of the hidden part 
of the trade-off, and the value in each such circumstance of attempting to 
understand the long-term impact on innovation. 

In general, the process for deciding upon public policies should try to 
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clarify the trade-offs that society will face. As we have seen, those 
government policies that aim to protect the economic prosperity of 
vested interests stand in opposition to entrepreneurship. Policy makers 
must recognize that future beneficiaries of change are not able to plead 
their case as effectively as vested interests. Gains to consumers will be 
spread across the population. Furthermore, many future beneficiaries of 
change are unaware of their potential gains. This inability of beneficiaries 
to plead their case should be recognized by policy makers when they 
weigh the advantages and disadvantages of policies that attempt to limit 
change. A society’s leaders have a role to play in drawing attention to 
long-term implications for society’s economic development and in repre- 
senting future beneficiaries, in spite of the fact that these beneficiaries 
may not be heard in the political process. 

A society’s leaders must improve the public understanding of 
- entrepreneurship, so that people may accept a wiser set of decisions 
concerning policies that affect the pace of change. Income differentials 
among individuals, firms and regions can be seen as incentives for 
change and as rewards for entrepreneurship, rather than simply as an 
injustice to be corrected by government programs that redistribute 
income and wealth. With the probable concentration of entrepreneurial 
success in particular cities and regions, social discord over the substan- 
tial differences in opportunities and incomes can only be alleviated if the 
public understands the process. 

Underlying this view of the responsibility of a society’s leaders is the 
fact that entrepreneurship is an act of faith, hope and courage in which 
the ultimate results are uncertain and imprecise (and which may in many 
cases even be of negative value) and in which the ultimate results may 
not be achieved for many years. An entrepreneurial society requires a 
cohesive social purpose in which individuals realize and accept two 
essential elements: first, that entrepreneurial change and adjustment, 
overall, may help social progress, even though they as particular individ- 
uals may not gain and may in fact lose; and, second, that the future 
success and prosperity of their society may be worth the current pain 
caused by change and adjustment. The first requires that individuals see 
themselves and their success as part of a society and of that society’s 
success; the second requires that individuals see themselves and their 
children as part of the future society for whose general well-being 
current sacrifice is desirable. These objectives and values now seem not 
to be universally recognized. For people to adopt them requires a social 
cohesiveness and a personal understanding that a society’s leaders 
should seek to develop in its citizens. 

To the extent that innovation has become a chain-like process requir- 
ing the involvement of many people, including production workers as 
well as managers, this need for public understanding acquires an even 
greater importance. If citizens are to play an entrepreneurial role in their 
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private economic activities, they must appreciate the nature of 
entrepreneurship. To the extent that citizens influence their govern- 
ment’s intervention in the entrepreneurial process, they must learn to 
make reasoned judgments about the ability of government employees to 
act as entrepreneurs within different organizational structures, as wellas 
judgments about the success and failure of particular government pol- 
icies. The public must accept the experimental nature of many programs 
since these are relatively new and their full implications will become 
apparent only with the passage of time. Special mention should be made 
of the need to accept disinvestment and the cutting of society’s losses 
within government’s entrepreneurial activities. A major issue must be 
the degree to which a society will wish to share entrepreneurial risks 
through government programs that provide a safety net and adjustment 
assistance. All of this requires that the public gain a better understanding 
of entrepreneurship and its relevance for public policies. 

The role of minority groups in the entrepreneurial process may be 
particularly important in Canada. Some authors have stressed the tend- 
ency for minority groups to be entrepreneurial leaders, and Canada may 
find that it is particularly blessed in this regard because of its large 
immigrant population. Special attention should be directed to the obsta- 
cles that may block their business success, including their ability to 
borrow from a financial system that has been criticized by some for being 
controlled by an established elite. As Olson has said, a society may gain 
from immigration, not only because of the arrival of potential 
entrepreneurs, but also because ‘immigrants help to shatter the protec- 
tive policies that lead inevitably to a society’s decline. 

Entrepreneurship has attained a new significance in the modern 
world. Its nature has changed and become more complex. The discus- 
sion of entrepreneurship may involve many different perspectives and 
distinctions, yet the basic elements of entrepreneurship have retained 
their significance, and will continue to play a major role in a society’s 
innovation and economic change. Clearly, entrepreneurship is central to 
Canada’s development prospects. Canadian governments must inevita- 
bly deal with the many aspects of entrepreneurship, and citizens as 
individuals and as members of society cannot ignore this subject. 
Entrepreneurship will impinge on our lives, will mould our choice of 
public policies, and will play a major role in determining our economic 
future. 
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Notes 


This paper was completed in November 1984. The author wishes to thank the many people 
who have contributed to the development of this paper, in particular, David Laidler and 
members of his research advisory group, and the referees. 
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Rules versus Discretion in 
Constitutional Design 


CHARLES K. ROWLEY 


Introduction 


The balance between rules and discretion in the political management of 
any economy involves complex and often controversial issues in consti- 
tutional design. This paper outlines the most important of these issues in 
the light of recent literature that applies economic analysis to the work- 
ing of the political system, but makes no attempt to present a blueprint 
for Canada. Readers must weigh for themselves the pros and cons of the 
various alternatives under review. 

In the section titled ““The Reason of Rules” I consider various justi- 
fications that have been advanced for the adoption of rules designed to 
constrain governments in their economic interventions. These justifica- 
tions range, for example, from recognition of the importance of protect- 
ing minorities from the possible tyranny of majorities, to concern that 
powerful competing groups might destroy wealth if allowed an uncon- 
strained environment in which to test their relative strengths. Of course, 
no society can function in a complete regulatory vacuum, for most 
economic decisions involve the investment of economic resources and, 
inevitably, are taken with an eye to a somewhat distant future. Property 
rights established and supported by an effective legal system are a 
minimum requirement for effective economic exchange. 

Because by its very nature a more generalized system of rules than this 
limits the authority of elected governments, any decision to invoke such 
rules constitutes a criticism, however implicit, of unfettered parliamen- 
tary democracy. Therefore, the subsequent two sections are devoted to 
an outline of the principal forces of supply and demand that interact 
within the political marketplace to determine public policy. In particular, 
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attention is directed to such important issues as the effectiveness of 
voter majorities in controlling the behaviour of their political represen- 
tatives in a largely ruleless system, the role and likely impact of special 
interest groups, and the relevance of bureaucracy itself as an indepen- 
dent agent in public policy determination. Throughout, possible implica- 
tions for constitutional rules are outlined and evaluated. The approach 
adopted is that of public choice (an application of economics in the 
analysis of political behaviour) and the objectives of all agents in the 
political process are assumed to be self-seeking. 

A general discussion of the reason of rules! without reference to the 
particular institutions and constitutional design of Canada, however 
useful in offering broad insights, must fail to confront important specific 
problems. Therefore, the paper concludes by looking at the problem of 
designing a constitution that strikes an appropriate balance between 
rules and discretion in the Canadian federal context, given Canada’s 
historical tradition. 


The Reason of Rules 


All societies are founded on rules designed to regulate individual 
behaviour and to facilitate economic exchange, rules that protect indi- 
viduals in society from the Hobbesian jungle and the war of each against 
all. Property rights themselves, in the absence of which society itself 
does not exist, are dependent upon the rule of law which, if effective, 
provides a framework within which long-term contracts may be struck 
and honoured. 

Rules usually are intended to endure across successive governments, 
thus providing protection from the day-to-day pressures of the political 
marketplace. To the extent that they are sheltered from repeal by 
supramajority vote requirements, however, they must be viewed as 
negating the democratic political process as customarily conceived. The 
contractual explanation of the factors leading to the establishment of 
rules and of the equilibrium between rules and discretion in particular 
political markets, therefore, requires a close and critical evaluation. 

In this section, the reason of rules is evaluated from a variety of 
perspectives, but always within a framework of democratic represen- 
tative government. Dictatorships, monarchies and juntas may or may 
not prefer to govern via rules rather than via discretion, but the rationale 
of their political calculus has no direct relevance to the Canadian demo- 
cratic tradition and is not considered here. 


The Veil of Ignorance 


The debate over the appropriate balance within society between rules 
and discretion is rendered controversial by the knowledge of individuals 
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and of groups of their approximate relative positions in society ex ante 
and by their views of how constitutional change, or otherwise, is likely 
to affect their life chances ex post. Conflict, in such circumstances, is 
almost inevitable and has posed a serious problem for economists con- 
cerned to promote the unanimity concepts of Wicksell (1896) and of 
Pareto (1909) into the arena of constitutional design. This problem may 
well be most acute in the case of economic rules, given the diversity of 
individual and group economic interests compared with the relative 
agreement on human and political rights. 

To overcome such serious problems, the philosopher John Rawls 
(1972) attempts to abstract from the process of political bargaining and 
the conflicting calculus of competing collective interests which he sees 
to be incompatible with a “‘just” society. In an important contribution to 
moral philosophy, Rawls sets out the principles of justice that free and 
rational persons would accept — and in his view would accept unan- 
imously — if they were able to deliberate in a hypothetical situation 
corresponding to the state of nature in traditional social contract theory. 

In this initial position, individuals do not know their places in society, 
their class position or social status, their fortunes in the distribution of 
natural assets and abilities, nor even their conception of the good. Thus, 
deliberating behind a veil of ignorance, individuals determine their rights 
and duties. Within this framework, Rawls seeks to derive a theory of 
justice that generalizes and carries to a higher level of abstraction the 
theories of the social contract as found in Locke (1955), Rousseau (1913) 
and Kant (1965). 

The original contract, for Rawls, is not a contract of entry into a 
particular society or a contract to set up a particular form of government. 
Rather, the principles of justice derived are those governing the basic 
structure of society. These principles are to regulate all further agree- 
ments; they specify the kinds of social cooperation that can be entered 
into and the forms of government that can be established. ‘Justice as 
fairness’ therefore may be viewed as the fundamental rule according to 
which all other issues of rules versus discretion are decided. Individuals 
are to choose a constitution, a legislature to enact laws, and so on, in 
accordance with the conception of justice initially agreed upon. 

Rawls makes it clear that a system of justice as fairness derived from 
deliberations under conditions as outlined above is morally superior to 
systems otherwise derived; this is the value judgment underlying his 
analysis. By ascertaining which principles it would be rational to adopt, 
given the contractual situation, he attempts to connect the theory of 
justice with the theory of rational choice. Indeed, he views the theory of 
justice as part of the theory of rational choice — more precisely, as part 
of a reflective equilibrium of rational choice. It is indeed a theory of 
moral sentiments. 

Rawls suggests that the conditions of the original position are such as 
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to induce all deliberators to use the extremely risk-averse strategy of 
maxi-min when selecting the principles of justice that are to govern the 
basic structure of society; thus individuals are supposed to take posi- 
tions that maximize their minimum possible gain. On this centrally 
important pivot, he derives two principles of justice and asserts that they 
would be chosen universally by self-seeking deliberators acting under 
the conditions of his model, both to govern the assignment of rights and 
duties and to regulate the distribution of social and economic advan- 
tages. 

The first principle so derived is that each person is to have an equal 
right to the most extensive basic liberty compatible with a similar liberty 
for others. The basic liberties are political liberty (the right to vote and to 
be eligible for public office) together with freedom of speech and assem- 
bly, liberty of conscience and freedom of thought, freedom of the person 
along with the right to hold personal property, and freedom from arbi- 
trary arrest and seizure as defined by the concept of the rule of law. 

These liberties are required to be equal by the first principle, because 
citizens of a just society are to have the same basic rights. The first 
principle is viewed to be so fundamental to the just society that it takes 
full precedence over the second principle. Thus, a departure from the 
institutions of equal liberty cannot be justified in terms of any other 
perceived gain. It is worth reflecting that some such notion as this 
presumably guided those American founding fathers like George Mason 
who refused to sign the U.S. Constitution because it failed to provide a 
bill of rights. : 

The second principle derived behind the veil of ignorance is that social 
and economic inequalities are to be arranged so that they are both 
(a) reasonably expected to be to everyone’s advantage, and (b) attached 
to positions and offices open to all. This principle leads to the concept of 
a just distribution of wealth and income, and the notion that individuals 
should share equality of opportunity and be unfettered by discrimination 
in their pursuit of authority and offices of command. 

Rawls, in fact, takes the second principle yet further by associating it 
with his now-famous ‘“‘difference principle.” The difference principle 
determines the particular position from which the social and economic 
inequalities of the basic structure are to be judged given the institutional 
framework established by equal liberty and equality of opportunity. 
Specifically, it suggests that the higher expectations of those better 
situated are just if and only if they work as part of ascheme that improves 
the expectations of the least advantaged members of society. 

The difference principle proved controversial among philosophers and 
economists.* Such controversy was inevitable, given its somewhat 
egalitarian implications for the distribution of income and wealth. It 
should be emphasized that the message is not necessarily total equality. 
That would be incompatible with equality of opportunity, probably with 
the superior first principle, and possibly even with the difference princi- 
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ple itself, if a degree of inequality is necessary to the process of wealth 
creation. Nevertheless, if accepted, it provides for a degree of ongoing 
redistribution as part of the basic structure of society. 

Rawls’ theory of justice provides food for thought for those in Canada 
who are concerned about the basic structure of their society. Not every- 
one will find plausible Rawls’ assumption of an extremely risk-averse 
attitude by all those deliberating behind the veil; yet without it the 
Rawlsian world disintegrates. Those who are prepared to go along with 
the experiment may not accept the principles of justice that Rawls 
derives. Those who are prepared to accept the principles may see 
insuperable difficulties in organizing any society to satisfy them. I am 
doubtful about Rawls’ solution precisely on these grounds. 

Yet all those who recognize the constitutional conflict that can arise in 
society because of the conflicting expectations of individuals must 
respect the Rawlsian experiment. Each Canadian, after all, can conduct 
his or her own experiment behind a suitably devised veil to search out 
the fairness of existing viewpoints concerning the basic structure of 
society. Such reflection may lead to a significant reduction in tension and 
social conflict. 


Rules Protect Society from Anarchy 


The Rawlsian experiment attempts to release individuals from the chains 
of their own condition in a search to devise basic rules. Once the basic 
structure is established, the more detailed decisions concerning the 
constitution (and the precise balance between rules and discretion) will 
be made by free individuals deliberating in accordance with the princi- 
ples of justice. Everything is to be subject to these principles. 

The real world, however, does not conform to the original condition. 
The real position typically is closer to the Hobbesian jungle (Hobbes, 
1943) than to the Rawlsian constitutional conference. The Hobbesian 
jungle is characterized by the absence of any rules including those 
governing property rights. It is a war of each against all in which Rawls’ 
principles of justice exert no influence at all. It is an environment in 
which life typically is brutish and short — the rulers have the greatest 
possible discretion. 

Even in such an environment, as Buchanan (1975) and Tullock (1974) 
note, a natural distribution of resources will emerge. This distribution 
will reflect the tastes, capacities, strengths, cunning and ingenuity of the 
various rivalrous individuals. It will not be based upon consent nor will it 
provide a basis for contractual exchange. Potential wealth will be 
destroyed as individuals divert from production into predation and 
defence given the absence of rights and any rule of law. In the recognition 
of such imposed losses, be they political or economic, lies the oppor- 
tunity for constitutional settlement. 

An agreement on rights in such circumstances may be viewed as 
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laying the foundations for liberty, exchange efficiency and, possibly, 
justice. The extent to which agreement would be free of coercion 
depends on the balance of the natural distribution, and on the 
willingness of the weak to accept an unfair distribution of rights. History 
informs us that most societies emerge from the jungle, not always via 
dictatorship, but never via universal consent. 

The Hobbesian jungle is far removed from the condition of contempo- 
rary Canada, which is one of the most stable democracies, with an 
enviable reputation for liberty and equality of opportunity; nevertheless, 
the extreme example offers some insights into the debate about rules 
versus discretion even in the Canadian example. 

How important, for instance, is a written constitution, or a bill of 
rights, for protecting citizens from political pressures that may tend to 
erode their rights even under conditions of democracy? How important 
is legislation concerning taxation powers or the nature of government 
fiscal policy as a protection from majority tyranny within the life of a 
specific government? How important is the precise balance of power 
between the various layers of a federal government to protect the lower 
layers from wrongdoing by the higher layers; or, even, the higher layers 
from civil disobedience by the lower? 

These questions and their answers may prove central to the mainte- 
nance of rights and the rule of law during troubled times. Anarchy 
always awaits those who are profligate with rights even in the best 
ordered of societies. In the Canadian perspective, the threatened split of 
Quebec from the rest of the union is a recent example of concern over the 
existing structure of rights. 


Rules Protect against Political Myopia 


Most democracies, whether or not they have a written constitution or a 
bill or charter of rights, operate with rules enforceable via the legal 
process to protect citizens from “aberrant” political behaviour. Such 
rules are viewed as basic in the sense of Rawls: governments seeking to 
overthrow them would be disciplined by judicial review. Such clearly 
now is the case of Canada, with its repatriated Constitution and its 
Charter of Rights and Freedoms. Parliamentary sovereignty is con- 
Strained by the existence of such rules. Even the United Kingdom 
parliament, which operates without any written constitution or bill of 
rights, would find its legislation overturned by the courts on grounds of 
natural justice if it sought to repeal habeas corpus or otherwise seriously 
to erode established individual rights. 

Once less basic rules are under consideration, however, the case for 
impeding Parliament in its day-to-day administrations becomes less self- 
evident. For example, rules concerning the power to tax, the money 
supply and the budget, enshrined in supramajority vote constraints, 
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clearly restrict the scope of elected governments. Some might see such 
rules as the dictatorship of a transient majority. Good reasons obviously 
are required in defence of rules of this kind. 

Buchanan and Lee (1982) suggest, as one explanation for the strength 
of feeling evidenced in favour of such rules, a fear that the political 
process otherwise tends toward excessive myopia. Two reasons for such 
myopia have been advanced: the first concerns the vote motive and the 
second concerns elected governments. 

Myopia in the vote motive is predicted as the consequence of signifi- 
cant differences in the nature of individual choice in the private and in 
the political spheres. Privately, individuals’ choices are unconstrained; if 
they are sufficiently far-sighted, their decisions may reflect lifetime 
consequences, or even implications long after death. Publicly, however, 
individuals exercise only a severely attenuated control over the options 
available. In particular, the discrete nature of politics makes it difficult to 
take account of the full temporal implications of vote decisions. Govern- 
ments may change; policies may be disrupted. Almost inevitably, in 
such circumstances, voters become myopic in their vote behaviour. To 
the extent that such reactions are seen to be undesirable, constitutional 
constraints may emerge as voters protect themselves against the politi- 
cal system. 

Governments are agents and voters are principals.* Herein lies a 
further reason for myopia in public choice. For the principal-agent 
relationship is seriously flawed in comparison with the equity share- 
holder-management relationship in corporate enterprise. First, there is 
no capital market in politics and thus no means, such as stock-option 
schemes, of enabling individual politicians to share in the present value 
of future wealth generation. Second, during their terms of office elected 
governments are sheltered from competition, save that of opposition 
voice and citizen exit. Future generations simply do not vote. Third, 
political output is a nebulous concept, susceptible to distortion by the 
media. In consequence, the political labour market is less open to 
effective upward and downward monitoring than the private sector 
managerial market. In combination, these weaknesses offer powerful 
incentives for politicians to pursue short-term gains. 

The real danger for Canada from myopic politics lies with its natural 
resources; the environmental problem (Rowley, 1974). Natural resources 
in transition from non-scarcity to scarcity are extremely vulnerable to 
myopic politics. The price mechanism, which operates extremely effec- 
tively in allocating scarce commodities to wealth-maximizing ends (with 
market failure exceptions outlined elsewhere in this text) itself stumbles 
when property rights are not established. Natural resources within the 
public domain often do not have the protection of property rights. 

In the absence of long-term rules clearly defining resource rights in the 
private domain and firmly controlling the rate of depletion in the public 
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‘domain, Canada’s natural resources (its major heritage) are seriously at 
risk from vote-seeking politicians operating myopically within their 
chosen environment. Nor should this problem be conceived of as mar- 
ginal, responsive to nudges and shifts of political perspective. 

For, as Boulding (1971) emphasizes, whereas crises are unusual over 
minor changes in resource allocation, major social problems arise as a 
consequence of threshold adjustments: the road that jams as one more 
car appears, the river that refuses to clean itself under a single addition of 
sewage, the forest that dies under an increment of acid rain, and the 
animal species that disappears following one season of overkill. Faced 
with the prospect of irreversible damage to the environment, Canadian 
voters well may wish to rein in their political representatives, for the 
latter usually impose the tyranny of small decisions. 


Rules Protect Voters from Self-Seeking Politicians 


The classical economists clearly warned against treating politicians as if 
they were public-spirited. For some 20 years public choice economists 
have suggested that politicians are wealth-maximizing vote seekers. 
Recent history, not least the Watergate scandal, has confirmed such 
impressions. Yet many economists persist in a search for market failure, 
with recommendations for intervention by governments evidently 
assumed to be the impartial and omniscient servants of the public good. 
Voters, more perspicacious than many economists, tend to accept the 
self-seeking notion and to be concerned about excessive discretion in the 
political marketplace. 

John Stuart Mill (1977) exemplifies the fear of classical economists of 
the coercive potential of all representative governments. He claims that 
the very principle of constitutional government requires an assumption 
that political power would be abused to promote the purposes of the 
holder; not because that would always be the case but because such was 
the natural tendency of things. To guard against such tendencies was the 
especial purpose of free institutions. In this sense, Mill presages Rawls 
in attaching prime importance to the basic structure of society. 

David Hume (1963), more bluntly than Mill, stresses the self-seeking 
nature of politicians as a reason for constitutional constraints. He argues 
that those engaged in fixing the several checks and controls of the 
constitution should suppose that every politician is a knave; that politi- 
cians have no other end in all their actions than private interest. 

Of course, self-seeking behaviour does not necessarily lead to social 
harm: Adam Smith’s (1937) ‘‘invisible hand’’ theorem is testament 
enough to that. Much depends upon the institutional framework within 
which public choice proceeds. Literature central to such issues is sur- 
veyed in the two following sections of this paper, which look at the roles 
played by voters, the opposition, special interest groups and 
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bureaucracy. Insofar as political discretion does exist, however, it is 
dangerous to ignore the classical warning. Power corrupts and almost 
always results in coercive behaviour. 

An interesting application of this theorem is presented by Brennan 
and Buchanan (1980) in their analysis of the power to tax. Predicating 
their analysis on the proposition that politicians indeed do possess the 
discretionary power to coerce, not least with respect to the taxation 
instrument, Brennan and Buchanan engage in Rawlsian constitutional 
analytics. Behind the veil of ignorance, voters are seen to deliberate and 
to define detailed rules to contain the power to tax, rules that break with 
recent economics on optimal taxation theory and recommend a narrow 
rather than a broad base, with steeply progressive rather than uniform or 
even declining rates imposed upon that base. 

Such analysis follows closely the classical tradition of protecting 
against the worst possible contingencies that might arise within a fiscal 
constitution.* Not all students of public choice would endorse the taxa- 
tion example. Indeed, theory suggests that vote-seeking politicians even 
may undertax upon occasion.° But the notion of worst-case avoidance 
surely is central to all discussion of constitutional constraints on repre- 
sentative government. 

The problem of coercive government increases as its general area of 
influence expands (Rowley, 1983). The minimal state, with government 
merely the referee, can be constrained simply by adopting Rawls’ first 
principle of equality of liberty, with the rules therein implied. The 
productive state, even if confined to the provision of public goods, 
potentially has greater opportunity for discretionary behaviour. The 
welfare state, empowered to effect transfers between citizens, poten- 
tially has yet greater powers and a much increased incentive to engage in 
coercion. The issue of discretionary power and how coercive abuses of 
such power (especially the power to transfer) should be constrainted was 
absolutely central to the recent Canadian constitutional debate. 


Rules Protect Minorities 


In an extremely important study of the principles of constitutionally 
limited government, Knut Wicksell (1896)® described institutions that 
might promote consensual rather than factional or majority democracy 
in Sweden. Recognizing the expansionist designs of the Crown and the 
pressures to increase taxes that the Crown placed upon Parliament, 
Wicksell developed an ingenious form of protection for minority groups. 

Wicksell predicted that under proportionate representation Parlia- 
ment would be composed of a small number of relatively homogeneous 
parties. To establish consensual democracy, he proposed to allow each 
such group to withhold the tax payments from its constituency if it 
considered that its supporters were receiving an inadequate return. It is 
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this proposal that became famous as the “near-unanimity rule”; the rule 
offered obvious protection for homogeneous minorities. 

Of course, each solution must be specific to the particular system of 
government under deliberation. In the United States, the separation of 
powers was designed to moderate majority tyranny. Congress tends to 
dominate the Executive, not least because the latter is dependent upon 
appropriations from the former. However, the president can require 
Congress to operate on a two-thirds voting rule through the veto power. 
The judiciary also is independent, with the salaries of its judges pro- 
tected through their tenure, but its powers are limited to the cases that 
arise. Madison (Hamilton, Jay and Madison, 1937) believed that the 
majority power in Congress would be dispersed by the different princi- 
ples of selection for the Senate and the House of Representatives. To 
secure a concurrent majority in both chambers usually would require a 
supramajority position overall. 

Canada well may have something to learn from such attempts to 
protect minorities. Its Senate is weak and is appointed rather than 
elected. Its processes of judicial review under the repatriated Constitu- 
tion as yet are untried. A more detailed review of relevant issues, 
however, is reserved until the final section, on Canadian constitutional 
design. 


Voter Power 


This section surveys recent literature on the relationship between voters 
and their political representatives; it also evaluates the extent to which 
political parties are able to deviate in their electoral manifestoes from 
majority vote positions and yet achieve electoral success. 

Building on important contributions by Hotelling (1929), Smithies 
(1941) and Black (1958), Downs (1957) renders earlier mechanistic 
accounts of the political process behavioural by endowing candidates 
and political parties with vote-seeking objectives, and by assuming that 
they sought to maximize their constituency within specific political 
environments. In so doing, Downs lays the foundations for a positive 
economic theory of politics based on the notion that parties formulate 
policies to win elections and do not win elections in order to formulate 
policies. ; 

The median voter theorem, which originally had been outlined by 
Black as relevant to certain categories of committee voting, is applied by 
Downs to the electoral process for representative government. The 
theorem is assumed to hold only in the presence of the following some- 
what stringent requirements: 


¢ election contested by two political parties (or candidates); 
¢ election contested over policies that collapse into a single-dimension, 
left-right space; 
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* single-peaking of voters’ preferences over such left-right space; 

¢ political parties mobile in their positioning over such space; 

¢ political parties informed as to the voter preference distribution: 
* voters informed as to the positions of the competing parties; and 
¢ no voter abstentions. 


In such circumstances, if the political parties are vote maximizers (and 
here there is no difference between vote and plurality maximization), the 
political market equilibrium exists, is unique and is stable. Political 
parties cannot diverge from the issue preferences of the median of the 
voter distribution. This result holds whether the voter distribution is 
normal (in which case the median is the same as other measures of 
central tendency, the mean and the mode) or whether it is skewed (in 
which case the median may differ significantly from the other measures). 
An obvious attraction of the median voter theorem is that it provides no 
freedom whatsoever for political parties seeking governmental office to 
deviate in their election manifestoes from the wishes of the majority 
voters. 

However, once the assumptions underpinning the theorem are relaxed 
to take account of the realities of political markets, the median solution 
is seen to be much less dominant. Even the existence of a political 
equilibrium is placed in doubt and, what is more serious, the uniqueness 
and stability of any equilibrium must be questioned. In consequence, the 
grip of voter majorities over the election manifestoes of competing 
parties is seen, for the most part, to be much looser than Downs is willing 
to acknowledge. Since this loosening of majority control has implica- 
tions for the balance between rules and discretion, it merits a brief 
review. 

In the absence of compulsion (as occurs for example in Australia) the 
Downsian assumption that all voters vote must be challenged 
empirically, because abstentions do occur, often involving more than 
50 percent of the electorate. A priori, it is ironic that there is no con- 
vincing explanation why rational individuals vote in major political 
elections. The probability of an individual vote determining an election 
is very low (one in ten million in U.S. presidential elections). Thus, 
however large the net benefits an individual voter perceives from a 
particular party’s victory, expected benefits vanish almost to zero once 
the probability factor is applied. Voting costs in contrast are never zero; 
indeed they may be high, if complex and time-consuming registration 
procedures are employed. Such costs almost always exceed expected 
benefits. In consequence, the vote motive can be explained only by 
reliance upon such concepts as civil duty. 

Potential voters may abstain as a consequence either of indifference or 
of alienation (or, of course, of both). Abstentions through indifference, if 
evenly matched, are unlikely to disturb the median voter solution. 
Abstentions through alienation, however, may disturb the equilibrium, 
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especially when the voter preference distribution is skewed and fear of 
vote losses in the extended tail pull competing political parties in that 
direction. Where alienation abstentions are especially forceful, at both 
ends of the distribution, equilibrium may not occur; both parties may be 
rendered immobile for fear of vote losses at their respective extremes. In 
such circumstances, majority control of the political process may well 
fail. The abstention factor cannot be ignored when one analyzes majority 
control over provincial and municipal governments, where voter par- 
ticipation rates tend to be especially low. 

Further problems arise when Downs’ assumption that competing 
parties are mobile over political space’ is relaxed. Enelow and Hinich 
(1984) recently have argued that in the short run parties are politically 
immobile; that they can manoeuvre only by shifting the voter preference 
distribution in their direction by effective campaign expenditures. In my 
view, this assertion is incorrect and stems from their overemphasis on 
U.S. presidential elections where past reputations are more difficult to 
disperse, and where primary election commitments restrict political 
mobility during the post-primary campaign. To the extent that political 
parties do restrict their own political mobility, be it as a consequence of 
candidate preselection or of special interest commitments, the con- 
vergence characteristics of Downs’ theory may be dampened and major- 
ity control over the election process may be further loosened. Of course, 
if only one party is immobilized away from the centre of the distribution, 
its rival has some discretion to move away from the centre itself while 
retaining a victorious electoral position: majority control once again is 
weakened. 

Additional problems for majority control occur if the assumption is 
relaxed that political space is a single-dimension, left-right space. In 
such circumstances, the relevant issues must be identified and dealt with 
or the median voter theorem is an empty political box. Even if all parties 
are able effectively to identify commonly perceived issues, problems for 
equilibrium in political markets are likely to persist and, even if voters’ 
preferences are single-peaked over each issue, instability may occur’ 
overall. The larger the number of issue dimensions, the more susceptible 
the election to agenda manipulation. Downs argues that high informa- 
tion costs induce voters to collapse issues into a single left-right dimen- 
sion. Davis, Hinich and Ordeshook (1970) argue that they do not do so. 
Evidence as yet is ambiguous on this important controversy. 

Even if elections are conducted in single-dimension space, majority 
equilibrium may not exist if the voters’ preference distribution is multi- 
peaked. In such circumstances, rival parties may locate themselves at 
separate peaks, pursuing divisive election campaigns and ensuring a 
political outcome well away from the centre of the voter distribution. 
Having so located themselves, each competing party will be tempted to 
utilize campaign expenditures to consolidate the voter preference peak 
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corresponding to their chosen position. Political instability with high 
associated costs of policy cycling may well result from such conditions 
in the absence of constitutional constraints. Only where the multi- 
peaked distribution is symmetrical and where vote abstentions are not 
anticipated is it likely that competing parties will abandon their respec- 
tive peaks and locate themselves at the centre of the voter distribution. 

Problems for majority vote equilibrium also arise, in the absence of 
proportional representation vote mechanisms, where more than two 
political parties compete in elections. As Tullock (1967) has indicated, 
convergence may not occur under such conditions; third or fourth 
parties rationally may space themselves well away from the major 
parties and may even gain electoral success from such a strategy. Coali- 
tion possibilities also jeopardize majority voter control over the election 
process and may result in electoral instabilities involving high associated 
political cost. Gaullist France is one example of constitutional reform 
designed to control by rules the high incidence of political instability 
evident throughout the early postwar period. 

The ability of the majority to control the election manifestoes of 
competing political parties depends on the specifics of the political 
marketplace. In the absence of rules, it is not obvious that majority 
control will occur systematically in most political markets. 

Finally, if the perfect information assumption is abandoned in analyz- 
ing election behaviour, the scope for political parties to evade majority 
voter control is widened. In particular, political parties may emit ambig- 
uous signals concerning their position on controversial issues leaving 
voters at best with a probabilistic evaluation of their true position. 
Politicians may utilize campaign expenditures to promote a false image 
of their position on issues where they in fact evidence a minority stance. 
Special interest groups equally may project incorrect information con- 
cerning the nature of the voter preference distribution in order to shift 
the political parties toward their own preferred positions. 


Incumbent Governments 


The spatial theory of political markets outlined in the preceding section 
deals only with the election process. In this section I refer to the new 
institutional economics as a basis for analyzing the behaviour in office of 
elected governments. The approach adopted employs the self-interest 
calculus as a vehicle for understanding political market behaviour. 


Voters and Incumbent Governments 


The relationship between voters as principals and government as agents 
was noted in the second section, together with the risk of myopic 
decision making predictable from the principal-agent problem (Wagner, 
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1984). Governments are owned by their individual citizens in the sense 
that the latter are residual claimants with respect to government 
behaviour. | 

Governments are non-profit organizations to which ownership shares 
are inalienable; therefore, such shares cannot acquire a capital value. 
The absence of a market in ownership shares also implies that it 1s 
impossible for citizens to specialize in ownership or indeed to acquire 
multiple ownership shares. Shares are acquired or forfeited for the most 
part by changes in citizen residence. In such circumstances, the prin- 
cipal-agent relationship differs sharply from that evident in the market 
for corporate enterprise. In particular, an opportunity exists for a con- 
flict of interest between majority voter-citizens and their elected political 
representatives. 

To the extent that governments take advantage of the limited monitor- 
ing opportunities available to majority voters once the election is over, to 
divert policy in favour of special interest constituencies, they run the 
risk of eventual electoral failure. But elections usually are infrequent, 
and voter memories poor. In the absence of rules, significant discretion- 
ary power may be exploited within the term of office without invoking 
government collapse. Even at subsequent elections, the ability of politi- 
cal parties to bundle policies and to force them as a package upon the 
electorate offers considerable defence against a vote collapse. 


The Role of the Opposition 


Opposition parties exert only a limited impact upon a majority govern- 
ment during the latter’s tenure of office in the absence of carefully 
designed constitutional constraints (Breton, 1974). Indeed, in elections 
governed by “‘first-past-the-post” voting rules rather than by propor- 
tional representation, a government may obtain a parliamentary major- 
ity, and overall command of the political process, from a minority vote of 
the electorate. 

Whether or not governments with clear seat majorities should be 
treated as monopolists is an unresolved question. Certainly, competition 
from oppositions is weak in such circumstances. They can and do 
refresh voter memories concerning broken election pledges; they can 
and do improve information flows concerning damaging consequences 
of proposed policies; they can and do offer support and guidance for 
special interest groups alienated from the incumbent government; they 
can and do engage in persuasive advertising to shift voter preferences 
into hostility toward the government. Usually, however, they cannot oust 
the government during its term of office. 

Increasingly, public choice analysts have abandoned the win-all/lose- 
all approach to democratic politics. Theories of government now recog- 
nize that the effective mandate of the incumbent is likely to be related 
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directly to the size of the vote plurality (Rowley, 1984). Recent evidence 
tentatively supports this hypothesis. Even vote losses during the term of 
office, whether actual as a consequence of by-elections, or hypothetical 
from the opinion polls, may serve to moderate the monopoly influence of 
the incumbent. Thus, the opposition is not to be discarded entirely as a 
competitive mechanism in the control of discretionary government. The 
mechanism falls far short, however, of that which operates in competi- 
tive commodity markets. Constitutional checks and balances, of course, 
can significantly increase its constraining role. 


The Role of Special Interest Groups 


Special interest groups may be viewed as rent seekers whose principal 
objective is that of transferring rights (or more narrowly wealth) from 
others in society to themselves. Since rents, by definition, are returns in 
excess of opportunity cost, special interest groups typically do not 
engage in directly productive activity. Indeed, rent seeking takes place in 
institutional settings where the pursuit of private gain generates social 
waste rather than social surplus. Usually, such settings involve manip- 
ulation of the political process. Rent seeking is to be distinguished 
sharply from profit seeking in private markets which, in the absence of 
market failure, is wealth enhancing for society. 

The early literature on special interest groups suggested that their 
principal impact was to reinforce the convergence processes of an essen- 
tially benevolent political process. Freedom to enter such groups was 
viewed as an effective defence against exploitation. However, Olson 
(1965, 1982) stresses that special interest groups experience differential 
impacts in terms of rent-seeking success. 

The returns to collective action, successfully initiated, typically take 
the form of a collective consumption good available to all members of the 
special interest group, irrespective of their own role in the rent-seeking 
exercise. For this reason, rent seeking by special interest groups tends to 
be eroded by the free rider problem in the absence of advantageous 
circumstances. Specifically, special interest groups will tend to perform 
effectively only where membership coercion is feasible, or where private 
membership benefits can be made available to the active membership. 
Even in such circumstances, Olson demonstrates that the initial organi- 
zation of large special interest groups requires gifted entrepreneurial 
leadership, together with the inducement of significant rents available 
for exploitation. 

Special interest groups thrive on government-imposed barriers to 
entry; this is the condition required for the long-run preservation of 
rents. For this reason, countries with stable frontiers, stable democratic 
governments and an absence of defeat in wars are most vulnerable to 
their infiltration and to their rent seeking. Olson, indeed, explains the 
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relative decline of the United States and the United Kingdom in recent 
years essentially as a consequence of special interest group consolida- 
tion. More generally, rent seeking has emerged as a significant phe- 
nomenon in all advanced western economies as institutions have moved 
away from ordered markets toward the new chaos of direct political 
allocation (Buchanan et al., 1980). 

Rent seeking as here defined involves social waste: resources which 
otherwise might have been devoted to value-producing activity are diverted 
into a wasteful competitive effort to determine merely distributive out- 
comes. In principle, if rent seeking imposes significant net losses upon 
society, a contractual solution should be forthcoming, with the gainers from 
the elimination of rent seeking compensating those who forego their rents. 
In essence, such a solution is equivalent to the social contract which creates 
society and eliminates the horrors of the Hobbesian jungle. In practice, 
such a social contract frequently is extremely elusive. 

The likelihood of a contractual solution, whether or not reinforced by 
government legislation, depends upon the precise nature of the rent- 
seeking problem. If a number of special interest groups simultaneously 
recognize that they are systematically harming each other — that their 
losses are symmetrical — some negotiated resolution of the problem is 
predictable. Free rider problems may result in the use of government to 
effect the resolution. However, if some special interest groups are per- 
sistent winners — for example, specific professional associations and 
selected labour unions — the solution may not be easy. Those who lose 
in the rent-seeking struggle may not be willing to bribe those who gain to 
desist from their activities; they may not believe that a deal would be 
honoured, even if supported by legislation. 

The possibility that gains and losses from particular kinds of rent 
seeking might be asymmetrical has stimulated interest in constitutional 
rather than discretionary solutions to the special interest group problem. 
Buchanan et al. (1980, pp. 359-67) argues that, by extending the overall 
range of the contract, asymmetries in gains and losses may balance out 
for all participants. Moreover, the greater stability of a constitutional 
settlement, it is argued, will encourage agreements from groups who 
otherwise might fear reneging on the part of their rent-seeking rivals. 
However, should the more successful special interest groups obtain 
special concessions written into the constitution itself, the consequent 
social waste undoubtedly would be exacerbated. 

If the unconstrained legislature is vulnerable to rent seeking — and 
recent evidence in the United States suggests that it is — then fed- 
eralism and the division of powers might offer greater protection to the 
electorate than would straightforward rules derived from an infiltrated 
legislature. Certainly, this is Madison’s belief in the Federalist Papers. 
More recently, the idea of offering line-vetoes on budget proposals to the 
U.S. president reflects similar considerations. The specific implications 
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for Canada are reviewed in the final section, on Canadian constitutional 
design. 


The Role of Bureaucracy 


Early theories of bureaucracy tended to be dominated by Weberian 
notions of impartial, efficient service provision. Senior bureaucrats were 
viewed as carefully mirroring the policy objectives of the incumbent 
government, without reference to their own self-interest. Economists, 
for the most part, took little account, in analyzing market failure and 
recommending efficiency-enhancing bureaucratic interventions, of the 
undercurrent of popular criticism of bureaucrats on grounds of laziness, 
insensitivity to citizen preferences and indeed of gross self-seeking 
behaviour. Even Khrushchev referred contemptuously to his own 
bureaucrats as “busy loafers.” 

Early challenges to this nirvana model stem from Tullock (1965) and 
from Downs (1966). Both analyze the internal organization of 
bureaucracy, subjecting bureaucrats to critical scrutiny and noting the 
inevitable control loss associated with this form of economic organiza- 
tion. However, Niskanen (1971) is the first to subject bureaucracy to a 
comprehensive critique with respect to both its internal organization and 
its external environment. 

Bureaucracy is aconcept that can be defined broadly or narrowly, with 
some, like Breton and Wintrobe (1982), extending its domain to include 
even private corporations that raise their revenues by selling com- 
modities at a per unit price. In this paper, however, bureaus are defined 
narrowly in the sense of Niskanen as public sector organizations in 
which the owners and employees cannot appropriate directly any part of 
the difference between revenues and costs as personal income, and in 
which a significant part of recurring revenues derive from other than the 
sale of output at a per unit price. 

Niskanen’s theory of bureaucracy and representative goverment is 
predicated on the assumption that senior bureaucrats who exercise 
responsibility over bureau budgets are self-seeking. Of the several vari- 
ables seen to influence the bureaucrat’s well-being — salary, perquisites 
of office, public reputation, power, patronage, output of the bureau, ease 
of making changes and ease of managing the bureau — Niskanen sug- 
gests that all except the last two are positively associated with the total 
size of the bureau’s budget. Thus, he employs budget maximization as a 
proxy for utility maximization by senior bureaucrats. 

Niskanen further assumes for the most part that government bureaus 
are imbued with supply monopolies, and that they bargain with govern- 
ments or their appropriations committees over their budgets from posi- 
tions of information advantage. Given that they trade a total output for a 
total budget, they are able to exercise their monopoly power, in the limit, 
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so as to extract for the bureau the total consumers’ surplus associated 
with their commodity provisions. Typically, they are seen to dominate 
government in the bilateral budget bargain. 

In consequence, Niskanen views oversupply (in terms of the Pareto 
criterion) to be a major problem with bureaucracy. Moreover, the bureau 
would tend to supply outputs at rates well in excess of those that would 
maximize net value to its government sponsor. A secondary problem, 
avoided only in the rare case of budget-constrained output, is the provi- 
sion of output at above minimum average cost. A third problem is the 
tendency of bureaus to overemploy capital in order to boost the present 
value of the budget. In general, Niskanen-type bureaus diverge sharply 
from the Weberian ideal. 

A significant weakness in the Niskanen approach is the absence of any 
clearly specified relationship between government and its bureaus other 
than that of bureau dominance under conditions of bilateral monopoly. 
Rowley and Elgin (1985) attempt to remedy this defect by treating the 
government/bureau relationship as a principal/agent problem. In this 
case, elected politicians (whether in or out of office) designated to 
supervise specific bureaus are treated as principals; all others are treated 
as agents within the bureaucratic structure. 

Problems arise in the monitoring process similar to those that occur in 
the monitoring by voters of their elected government, for both govern- 
ments (or their representatives) and bureaus are non-proprietary organi- 
zations. Government members and bureaucrats do not hold private 
property rights in their organizations, nor do they own alienable rights to 
the net assets of individuals. This poses an obstacle to efficient supervi- 
sion as a consequence both of potential shirking by principals in their 
monitoring function and of a lack of incentive for senior bureaucrats to 
monitor their respective bureaus. 

In addition, the limited transferability of membership rights weakens 
two sources of control or influence over senior bureaucratic behaviour 
that are available to stockholders in proprietary firms. Politicians and 
senior bureaucrats cannot withdraw the capitalized value of the 
expected rent stream from their investment as a response to undesirable 
monitoring arrangements. Nor can voting power easily be concentrated 
among the principals with a view to removing senior bureaucrats from 
office. 

Nonetheless, monitoring incentives remain, albeit in a truncated 
form. Legislators, tied to specific special interest constituencies whence 
they receive electoral support and campaign finances, provide a flow of 
policy benefits to those interest groups. The committee system is geared 
to serving this function in all systems of representative government. The 
committees typically are accorded a truncated property right over a 
designated range of bureaucratic activities, including some control over 
bureau budgets. Bureaus that fail to deliver services favourable to the 
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constituency interests of those politicians charged with overseeing their 
activities are unlikely to receive favoured budget allocations. In this 
respect, monitoring may be quite effective, be it from the cabinet minis- 
ters of a parliamentary government, or from the appropriations commit- 
tees of the U.S. Congress. 

Of course, such monitoring as occurs predictably will be directed to 
the advantage of special interest groups, and not necessarily to the 
benefit of majority voters. Once again, representative governments, in 
the absence of rules, may utilize discretion in ways that do not serve the 
interests of the majority model of democracy. To the extent that they are 
seen to do so, there is a case for restricting discretion via constitutional 
rules and/or via an appropriate division of power between the executive, 
the legislature and the judiciary. 


Canadian Constitutional Design 


Prior to 1982, the Canadian constitution was designed on the basis of four 
important features (Penniman, 1975; Sproule-Jones, 1974). First, the 
British North America Act of 1867, as amended by the United Kingdom 
parliament and as interpreted by the highest judicial authority (since 
1949 the Supreme Court of Canada) set out the legislative, spending and 
taxing authority of the federal and provincial governments. Second, the 
United Kingdom parliament, by convention, would not amend the 
Treaty of Westminster unilaterally, notwithstanding the fact that it was 
an ordinary statute of the Westminster parliament. Third, the Queen and 
her representatives (the governor general and lieutenant governors) did 
not withhold, by convention, royal assent to federal or provincial stat- 
utes. Fourth, the courts granted complete legislative supremacy to the 
federal and provincial governments alone, subject only to the common 
law doctrines of ultra vires and natural justice. 

The Canadian Constitution established the framework for a federal 
system of government, entrenched in the 1931 Statute of Westminster 
which bestowed political independence upon Canada subject to the 
British North America Act itself. Thus, by constitutional document, 
government powers were divided between two jurisdictions and the 
notion of unitary government was rejected. Parliament was composed of 
two chambers, namely, the House of Commons (elected) and the Senate 
(appointed by the House of Commons). Each of the ten provinces had its 
own elected parliament with negotiating rights vis-a-vis the federal 
government and with decentralized decision-making powers of its own. 

The constitutional design cannot be properly evaluated without refer- 
ence to geography and to political and ethnic antecedents. Geograph- 
ically, Canadians are dispersed over some 3,000 miles along the east- 
west sliver lining the southern border, without any natural geographical 
centre around which social interactions cohere. Moreover, the country’s 
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regions differ sharply in physiographic and economic character. This 
heterogeneity itself makes for striking economic differences between the 
separate provinces, differences that have posed persistent problems for 
those committed to nationwide economic union. 

The country’s dominant British and French antecedents endowed 
Canada with two diverse political traditions: the French settlers left a 
legacy of community and unity which tended in the direction of 
decentralization, and even political isolation; the British legacy included 
not only the institutional framework of a parliament system, but also the 
values that had evolved with it, namely, a strong emphasis on property 
and civil rights and a distrust of minority government. Indeed, as Breton 
has indicated, the non-elected Senate, in large part, is a reflection of the 
non-elected House of Lords. Also, the ambivalent attitude of some 
Canadians toward federalism may, to some degree, reflect their sympa- 
thy with the British unitary system of parliamentary government. 


The Canadian Political System 


For purposes of electing representatives to the House of Commons, 
Canada is divided into 282 federal constituencies. Each constituency 
sends one representative to the Ottawa legislature, elected by the plu- 
rality or “first-past-the-post” principle. This electoral system, 
bequeathed from Britain, tends to exaggerate the political representa- 
tion of parties with the majority vote in two-party systems. Under 
certain ideal conditions, whose details need not concern us here, a cube 
rule operates in such circumstances, with seats in the House reflecting 
the cube of the proportion of the votes that each party receives; even 
where, as in Canada, these ideal conditions do not hold, the tendency 
toward exaggerated majorities is clearly present. The voting mechanism 
is damaging for smaller parties in a multi-party election, which tend to be 
significantly underrepresented in the House by comparison with those 
under a system of proportional representation. In a country such as 
Canada characterized by a number of small but homogeneous ethnic 
minorities, such an electoral system may provide for majority tyrannies 
in the absence of constitutional constraints. 

In the Canadian system, which operates without primaries, parlia- 
mentary aspirants have virtually no chance of election unless adopted by 
a substantial political party. Candidates normally are chosen in con- 
ventions organized by local constituency associations. Thus, accept- 
ability to those who exercise power at the constituency level of the 
parties is a necessary condition for a successful federal political career. 

Unlike members of Congress in the United States, elected represen- 
tatives in Canada are much more closely bound to the collective deci- 
sions of their party caucuses. The executive is not elected by popular 
vote as such, but holds office by virtue of commanding the support of the 
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House of Commons, of which it is an integral part. Its power flows from 
its capacity to command a majority of the members; either because the 
government party holds a majority of the seats, or because it has the 
support of members of other parties. 

One consequence of a parliamentary system in a highly hetero- 
geneous society like Canada is that regional, ethnic and social compro- 
mises cannot be effected by executive-legislative logrolling or vote trad- 
ing. Nor can legislators take independent positions in support of the 
special interest groups that make up their electoral constituencies, as is 
typical in the United States. Instead, compromises are derived largely 
through the competitive interactions within a multi-party system and via 
intricate trades between the federal and provincial political parties. 

The Senate is nowhere nearly as effective as its U.S. counterpart in 
effecting logrolled compromises, although its composition reflects 
regional characteristics. Senators are appointed by the government; 
usually they owe their status to their various contributions to the govern- 
ing party. The Senate, like the House of Lords in the United Kingdom, is 
relatively powerless by comparison with the U.S. senate. Its principal 
value to government is as a source of patronage and as a useful vehicle 
for retiring ineffective cabinet colleagues. 

The federal structure of Canada, in particular the division of powers 
that has evolved between the federal government and the provinces, is 
an important constraint on the discretionary powers of the federal gov- 
ernment. Each province has a parliamentary system of its own; these 
systems are serviced by parties only tenuously related to the national 
parties themselves. This separation of provincial from federal political 
parties is a rather recent development, and reinforces the above-men- 
tioned division of powers between the federal and provincial govern- 
ments. It also, in practice, enables provincial governments to invade the 
federal decision-making process to support special interest constituen- 
cies. 

In view of the considerable authority accorded to Canadian provincial 
governments in relation to important economic and social issues, many 
important political decisions are reached through federal-provincial 
negotiations. Many of these are effected by officials and then simply 
endorsed by the governments concerned. The dangerous consequence, 
at least for majority democracy, is that governments, at both federal and 
provincial levels, are left merely with plebiscitory powers to accept or to 
reject agreements effected de facto by ministers and their permanent 
officials. The scope for agenda manipulation in such circumstances is 
considerable. 

A further feature of the Canadian political system is that, like many 
others, it allows, in practice, considerable discretionary power to the 
federal bureaucracy. Each federal bureau technically operates under the 
authority of a minister, and is responsible to the cabinet which, in turn, is 
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responsible to Parliament. In practice, however, as earlier analysis has 
indicated, bureaucracy is endowed with significant discretion based 
upon substantial independent powers. Such powers may be deployed in 
ways inimical to the interests of the majority voters. 

Canada is a multi-party political system, with three major political 
parties. However, no minority party has ever formed a government. In 
this sense, the Canadian federal political market is best analyzed as a 
two-party system. All parties contesting elections for the House of 
Commons in Ottawa also seek office in at least some of the provinces. 
But the relationship between the parties in the two jurisdictions varies 
considerably, even when the same party name is employed. For exam- 
ple, the National Liberal Federation of Canada is legally and practically 
quite separate from the Parti libéral du Québec. In some cases, there is 
no provincial equivalent of a federal party; separate organizations, in 
such circumstances, may offer strong political support. 

The Conservative party, under the leadership of Sir John A. Mac- 
donald, helped to forge the Canadian Dominion in 1867. The party was 
committed at an early stage to the union of Canada and to the centraliza- 
tion of the Canadian political system. Its support was drawn from the 
propertied electorate, and it was closely allied to the commercial, social 
and religious establishment. 

The hegemony of the Conservative party was challenged successfully 
toward the end of the 19th century by the Liberal party under the 
leadership of a French Canadian, Sir Wilfrid Laurier. For most of the 
20th century, the Liberal party has dominated Canadian politics, form- 
ing the government for a large proportion of that time. Neither major 
political party has deep ideological roots, and both reflect the 
pro—private enterprise preferences of the Canadian median voters. The 
Liberal party typically positions itself somewhat to the left of the Con- 
servative party in political space, though the pressures of the vote motive 
encourage convergence at election times. 


Toward a Political Economy of 
Canadian Federal Government 


Canada is a federation in the strict sense of Breton and Scott (1980). The 
responsibility for public policies is divided between two jurisdictions, 
and entrenched in a constitutional document. Changes in assignment of 
powers are costly to implement, as the recent constitutional debate 
clearly indicates. 

Early American proponents of federalism, notably the authors of The 
Federalist Papers, sought a political framework designed to reinforce 
individual liberties by checking the powers of democratically elected 
governments. Fearing that the vote motive alone would prove to be an 
inadequate check on the coercive powers of the unitary form of govern- 
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ment, Madison and others argued in favour of the fragmentation of such 
powers among government units operating at different jurisdictional 
levels. They predicted that competition among such units would 
enhance individual liberties and would do so to a greater degree within a 
federal than within a balkanized system of government. 

Federalism is especially effective in promoting competition at the 
provincial level of government. At this level, voter mobility (the exit 
option) is less costly than at the national level. Provincial governments 
that use discretionary power to discriminate against voter minorities 
may induce outward migration of voters to provinces that offer more 
attractive environments. Although this ‘“‘club” safeguard may be facili- 
tated also by balkanized unitary governments, typically the latter do not 
facilitate migration to the extent provided for by federalism. Moreover, 
federalism offers additional voice safeguards to coerced citizens who 
may appeal to the federal level for protection. 

Of course, the cost of exit is never low, and the adjustment mechanism 
is accordingly restricted. It is unlikely that coerced minorities would 
achieve optimal relocations, even in a federal system, for occupations 
tend in many instances to be location specific and to restrict geograph- 
ical mobility. In addition, there are a limited number of clubs in Canada 
(provinces and territories) among which disenchanted voters may pick 
and choose. Moreover, the fact that the French language is not widely 
used outside Quebec (except in parts of New Brunswick and in Ottawa) 
severely restricts the mobility of francophone Quebeckers. 

If federalism is to be favoured by reference to the criteria of liberty, 
adaptability to risk and diversity, these advantages are not without cost. 
They are purchased at a price measured in foregone scale economies, 
foregone external benefits both in production and in consumption, and 
by some sacrifice in the efficiency of public goods supply at the provin- 
cial level. There may also be a reduction in empathy, even an increase in 
animosity, between citizens across the jurisdictional boundaries. 

Breton and Scott, among others, have argued that bargaining between 
the federal government and the provinces is usefully analyzed as a 
bilateral monopoly process, albeit tempered by interprovincial rivalry. 
Bargaining is predictable over the allocation of powers, with the prov- 
inces trading authority in return for federal grants and other benefits. 
Given the complex and costly nature of such bargaining, there is no 
reason to expect efficient solutions. 

Bargaining is one aspect of the federal system. Another is the monitor- 
ing of the performance of provincial governments by the federal govern- 
ment in matters such as the provision of publicly funded health care, 
where the provinces implement programs in collaboration with the 
federal authorities. Once again, the principal-agent relationship man- 
ifests itself. The federal government has many sanctions, economic and 
non-economic, with which to discipline “aberrant” provincial govern- 
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ments. In the absence of constitutional constraints, the vote motive 
ensures that such sanctions will be employed: 

Interjurisdictional tensions are nowhere more apparent than in \ fiscal 
relationships between the federal and provincial governments 
(Buchanan, 1960). In particular, if the provinces are required indepen- 
dently to finance certain traditionally assigned functions, fiscal ine- 
qualities will arise if their respective fiscal capacities are not equivalent. 
Also, and even in the limiting case of identical fiscal capacity (per capita 
income and wealth distributions) the burden of taxation or the rate of 
provision of public services may not be the same. For fiscal decentraliza- 
tion offers scope for provincial governments to vary the fiscal packages 
that they supply to their citizens. 

Thus, the concept of fiscal equity does not require equality of fiscal 
treatment. Rather, it implies an equality of fiscal capacity — the ability 
to provide equivalent services at an equivalent burden of taxation. To the 
extent that fiscal capacities in this sense are unequal, a case exists for an 
interjurisdictional transfer system operated at the federal level. In prin- 
ciple, such transfers would be so designed as to eliminate the fiscal 
capacity incentive for individuals to migrate from the less to the more 
highly endowed jurisdictions. Indeed, without such a transfer system, 
political pressures either toward centralized unitary government or 
toward balkanization of the federal system may prove to be inexorable. 
If the decentralized authority of provincial jurisdictions is to be pro- 
tected, fiscal equity, in the view of some public choice analysts 
(Buchanan, 1960), constitutes a case for unconditional transfers rather 
than for grants-in-aid tied to specific expenditure programs. 

In any event, public choice theory does not suggest that principles of 
fiscal equity will dominate once a transfer system is operative. Special 
interest groups will invade the process; legislators will look to their 
constituencies. Rent seeking will eliminate much of the transfer benefits 
en route from donors to recipients, and much of what actually is trans- 
ferred will be diverted to advantages for special interest groups. In the 
absence of rules, it is predictable that principles will be washed aside by 
the realities of institutional public choice, however determined the 
majority vote and however supportive the election manifestoes of the 
competing political parties. 

The constitutional basis for fiscal federalism in Canada was set out in 
sections 91—95 of the Constitution Act, 1867, as interpreted by the courts. 
The terms of the act were sufficiently flexible, however, to encourage 
both federal and provincial governments to justify political initiatives in 
apparently precluded areas. The major but not the sole avenue for 
federal initiatives was the power to spend on any policy out of general 
revenues, unless legislation authorizing such expenditures amounted to 
a regulatory scheme falling within provincial powers. The major but not 
the sole avenue for provincial initiatives has been the property and civil 
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rights clause of section 92. The major vehicles for joint federal and 
provincial initiatives have been (a) concurrent jurisdiction in the areas of 
agriculture and immigration; (b) parallel legislation and administrative 
regulation; (c) the delegation of legislative powers by one government to 
a body created by another government; and (d) fiscal transfers and 
grants, or contracting-out options for such transfers and grants. 

Inevitably, in such circumstances, constitutional arrangements have 
been jointly negotiated between the federal government and the ten 
provincial governments, acting exclusively as a club. The club has 
tended to act together to exclude all other governments (such as local 
governments), associations or individuals from negotiations over consti- 
tutional arrangements. Specifically, all bids by the municipalities since 
1969 for co-equal constitutional status with federal and provincial levels 
of government and for direct federal funding for urban areas have been 
thwarted. Moreover, until 1982, all attempts to entrench a bill of rights in 
the British North America Act were denied by the failure to achieve 
unanimous provincial government consent for a constitutional amend- 
ment. The unanimity convention was eliminated by the Canadian 
Supreme Court during the recent constitutional debate. 

The British North America Act initially assigned fiscal powers between 
federal and provincial governments in sections 91 and 92, confining the 
provinces to direct taxation and offering the federal government 
exclusive rights to impose import duties and wholesale or manufacturing 
sales taxes. Subsequently, however, the courts interpreted direct taxa- 
tion to include taxes not only on real property and on personal income, 
but also on corporate income and retail sales. Moreover, other sections 
of the act offered the federal government almost unlimited taxation and 
legislative powers which, in various circumstances, would override 
sections 91 and 92. 

World War II led to the emergency appropriation of personal and 
corporate income taxation powers by the federal government. But even 
before that the experience of the 1930s, when the tax base of the prov- 
inces collapsed just as the relief payments constitutionally assigned to 
them were expanding, had pointed to the desirability of concentrating 
more fiscal power in the hands of the federal government. Federal relief 
expenditures together with federal refinancing of the maturing debt 
played a role in the process of fiscal centralization. 

By 1947, seven provinces had agreed to a federal tax-rental offer under 
which income taxes and death duties were to be collected by the federal 
government. Quebec and Ontario refused to sign this agreement, but the 
latter province signed a more favourable agreement in 1952. By 1957, all 
the provinces, except Quebec, had surrendered their corporate and 
personal income taxes for collection by the federal government and were 
dependent upon reallocation schemes which tended to redistribute in 
favour of the less wealthy provinces. In addition to federal grants, the 
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provinces and municipalities were left with retail and property taxes, the 
revenues from which were growing at arate much slower than that of the 
national economy, while finding themselves responsible for most of the 
increase in public expenditures. 

The system of Canadian equalization payments (unconditional cash 
transfers) was designed in principle to induce fiscal equity in the sense 
outlined above. The equalization system is based on a measure of the 
ability of a province to raise fiscal revenues according to some represen- 
tative tax system. The system incorporates a specified number of tax 
bases into a representative tax system. A population-weighted average 
tax rate is computed and applied to the base in order to obtain an 
estimate of the average per capita receipts for all provinces. Payments 
are transferred to provinces with below average receipts. These trans- 
fers, which are totally unconditional, are added to tax abatements made 
available by the federal government. 

Following World War Il, shared-cost programs became an increas- 
ingly important area of federal-provincial governmental interaction in 
Canada. Programs such as hospital insurance, medicare, extended 
health care, postsecondary education and the Canada Assistance Plan 
fell constitutionally under provincial jurisdiction. However, federal 
involvement in such programs was justified as standardizing public 
services and reducing interprovincial wealth differentials. Only Quebec 
resisted and retained provincial autonomy. As the cost of such programs 
increased during the early 1970s, so the federal government began to cap 
its contributions to postsecondary education and to medicare expenses. 
In 1977, a block-funding agreement was implemented whereby hospital 
insurance, medicare and postsecondary education would not be subject 
to matching grants but would be funded from a special abatement of 
personal income taxes and corporate income taxes together with a 
variety of cash transfers from the federal government. A similar arrange- 
ment followed for the Extended Health Program, leaving only the 
Canada Assistance Plan as the remaining shared-cost program. 

Thus, as economic growth rates fell and federal budget deficits 
increased, strained relationships between the federal government and 
the provinces were increasingly evident. The four poorest provinces 
(Newfoundland, New Brunswick, Nova Scotia and Prince Edward 
Island) increasingly became dependent on the federal government; other 
provinces, (notably Alberta and Quebec) systematically pressed for 
greater autonomy. Provincial holdouts and threats of secession became 
common bargaining ploys. It is noteworthy, however, that the equaliza- 
tion principle, albeit somewhat tarnished, survived as a principle of 
fiscal equity. The explicit rules governing transfers appear to have pro- 
tected the system from the pressures of institutional public choice, even 
under threat of balkanization of the Canadian federal system. It is 
unlikely, however, that the transfer system is proof against rent seeking 
social waste as special interest groups vie for its opportunities. 
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The Constitution Act, 1982: A Public Choice Perspective 


The debate within Canada over the repatriation of the Constitution in 
suitably amended form and the provision of a Charter of Rights and 
Freedoms forcibly demonstrates the relevance of public choice theory 
for understanding the issue of rules versus discretion in constitutional 
design (Courchene, 1984; Breton, 1984; Winer, 1984; Sproule-Jones, 
1984). As such it forms an ideal topic for the concluding section of this 
paper. 

The “agreement” of November 1981, Quebec dissenting, which paved 
the way for the 1982 act, was the outcome of a titanic battle over both the 
political and the economic future of Canada. Politically, the battle lines 
were drawn with Ottawa, New Brunswick and Ontario on one side, and 
the eight remaining provinces on the other. Economically, the debate 
centred around the issue of whether the economic union of Canada 
should be supported by centralizing constitutional rules, or whether 
provincial governments should retain their discretionary powers, if nec- 
essary balkanizing the economic union in the interests of their own 
constituents. As public choice theory would predict, the outcome was a 
logrolling compromise, once the veto power for Quebec was eliminated 
by a Supreme Court decision that unanimity was not necessary to effect 
constitutional changes. 

Although the Charter of Rights and Freedoms potentially is an 
extremely important document checking the sovereignty of federal and 
provincial parliaments, it should not be viewed as establishing the basic 
structure of society in the sense defined by Rawls. For the charter 
certainly did not precede the parliamentary system in Canada; self- 
evidently it was a logrolling compromise between the existing federal 
and provincial governments. The existing constitution thus determined 
the Charter; rather than the Charter establishing the framework for 
subsequent constitutional evalution, as is required for “justice as fair- 
ness.) 

The initiative of the federal government in offering a Charter as a part 
of the process of repatriating the Constitution played a decisive role in 
the compromise solution, because the Charter constituted an evident 
threat to the sovereignty of provincial governments. Citizens would be 
offered specific safeguards against the abuse of discretionary power, and 
these safeguards would operate through the mediation of the Charter, 
which would be given its real strength by a national body, the Supreme 
Court of Canada. 

The eight provinces that opposed Ottawa on constitutional change 
opposed for a variety of motives; but the Charter was one of the more 
important. Several of the eight premiers, recognizing the threat to parlia- 
mentary supremacy, opposed it in defence of their own discretionary 
power. Others opposed it because the Charter would identify citizens 
more closely with their national government, thereby loosening provin- 
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cial loyalties. More generally, a Charter threatened the privileged posi- 
tions of politicians and bureaucrats. As Breton argues, it is easy to 
understand why politicians and bureaucrats do not draft strong charters. 

In any event, in this instance the vote motive dominated special 
interests as the 1980-81 debate proceeded. In proposing the Charter, the 
federal government encouraged the view initially that everything except 
linguistic rights would be negotiable. That position was inevitable in the 
dynamics of constitutional change which involved a struggle between 
competing conceptions of federalism. However, once the electoral popu- 
larity of the Charter became evident, the federal government assigned to 
it a much more central role than had initially been anticipated and the 
Charter was approved as part of the constitutional accord. 

The role of the Supreme Court in interpreting the Charter now is 
crucial. Already several hundred cases await judicial interpretation. 
Once again, the issue of parliamentary supremacy is centre stage. If the 
Supreme Court allows Parliament to deflect its judgments, the newly 
established separation of powers will quickly disappear. If it holds to the 
letter of the Charter, government discretion will be significantly 
restricted, and the role of rules in the Canadian Constitution will be 
enhanced. 

Although many of the specific rules proposed by the federal govern- 
ment in support of economic union had to be abandoned in order to 
achieve the final compromise of 1981, the repatriated Constitution, 
together with the Charter of Rights and Freedoms, constitutes a major 
victory for the federal system of government. The relevance of rules 
binding sovereign parliaments has been acknowledged. The procedures 
now available ensure the potentral for constitutional amendment should 
the popular will in favour of rules once again override the obstruction of 
those who now gain from existing political discretion. Those who favour 
strong economic union will be especially concerned to promote further 
the rights to migrate freely and to transfer property and goods freely 
throughout Canada, for these rights are crucial to the effective unifica- 
tion of a federal economy. The Charter of Rights and Freedoms failed to 
guarantee those rights universally in its 1982 form, and thus left individu- 
als susceptible to significant discretionary power of the provincial gov- 
ernments. 
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Notes 


This study was completed in December 1984. I should like to acknowledge valuable 
comments received from participants of two meetings of the Research Advisory Group on 
Social and Economic Ideas and Issues held in April and July 1984. I am also grateful to 
James M. Buchanan, Robert Elgin, Robert D. Tollison, Gordon Tullock and Michael 
Walker for helpful suggestions. The paper also reflects the comments of three referees. 
Robert Elgin ably assisted my research on this subject throughout the summer of 1984. My 
especial thanks are due to Joan Smith of the Center for Study of Public Choice whose 
secretarial support for this project went well beyond the call of duty. The Centre for Socio- 
Legal Studies and Wolfson College, Oxford, also extended its research facilities in support 
of this project. Finally, I must thank David Laidler, whose critical contributions and 
unfailing support were essential to the effective completion of this project. 


This term is taken from the title of a forthcoming text by Brennan and Buchanan. 
For a detailed critique see Rowley and Peacock (1975). 

On the principal-agent relationship see Fama (1980). 

For a more detalied review of this viewpoint, see Brennan and Buchanan (1983). 
For a review of this, see Buchanan and Wagner (1977). 

See also Wagner (1984). 


The use of the term “spatial,” in this context, derives from geographical-style location 
theory first introduced into economics by Hotelling (1929). His early reference to the 
possible political applications of this notion triggered the literature on public choice. 


I DAR YN SD 


Bibliography 


Black, D. 1958. The Theory of Committees and Elections. London: Cambridge University 
Press. 

Boulding, K.E. 1971. “Environmental Quality: Discussion.” American Economic Review 
(May): 167-68. 

Brennan, G., and J.M. Buchanan. 1980. The Power to Tax: Analytical Foundations of a 
Fiscal Constitution. London: Cambridge University Press. 

. 1983. “Predictive Power and the Choice Among Regimes.” Economic Journal 93 

(March): 89-105. 

. 1985. The Reason of Rules. New York: Cambridge University Press. Forthcoming. 

Breton, A. 1974. The Economic Theory of Representative Government. New York: Mac- 
millan. 

. 1984. “An Analysis of Constitutional Change: Canada 1980-82.” Public Choice 44 
(1): 251-72. 

Breton, A., and A. Scott. 1980. The Design of Federations. Montreal: Institute for 
Research on Public Policy. 

Breton, A., and R. Wintrobe. 1982. The Logic of Bureaucratic Conduct. London: 
Cambridge University Press. 

Buchanan, J.M. 1960. “Federalism and Fiscal Equity.” In Fiscal Theory and Political 
Economy, edited by J.M. Buchanan. Durham, N.C.: University of North Carolina Press 
pp. 170-89. 

. 1975. The Limits of Liberty: Between Anarchy and Leviathan. Chicago: University 
of Chicago Press. 

Buchanan, J.M., and D.R. Lee. 1982. “Politics, Time and the Laffer Curve.” The Journal 
of Political Economy 90 (August): 816-19. 

Buchanan, J.M., and R.E. Wagner. 1977. Democracy in Deficit: The Political Legacy of 
Lord Keynes. New York: Academic Press. 

Buchanan, J.M., R.D. Tollison, and G. Tullock, eds. 1980. Toward a Theory of the Rent- 
Seeking Society. College Station: Texas A&M University Press. 


Rowley 103 


Courchene, T.C. 1984. “The Political Economy of Canadian Constitution-Making: The 
Canadian Economic-Union Issues.” Public Choice 44 (1): 201-50. 


Davis, O.A., M.J. Hinich, and P. Ordeshook. 1970. “An Expository Bevelonment of a 
Mathematical Model of the Electoral Process.” American Political Science Review 
64 (2): 426-48. 

Downs, A. 1957. An Economic Theory of Democracy. New York: Harper and Row. 

. 1966. Bureaucratic Structure and Decision-Making. New York: Rand Corpora- 


tion. 


Enelow, J.M., and M.J. Hinich. 1984. The Spatial Theory of Voting. London: Cambridge 
University Press. 

Fama, E.F. 1980. “Agency Problems and the Theory of the Firm.” Journal of Political 
Economy 88 (April): 288-302. 

Gordon, Scott. 1980. Welfare, Justice and Freedom. New York: Columbia University 
Press. 

Hamilton, A., J. Jay, and J. Madison. 1937. The Federalist. New York: Modern Library. 

Hobbes, T. 1943. Leviathan. London: J.J. Dent. 

Hotelling, H. 1929. “Stability in Competition.” The Economic Journal 39: 41-57. 


Hume, D. 1963. “Of the Independency of Parliament.” In Essays Moral, Political and 
Literary, vol. I, edited by T.H. Green and T.H. Grose. Oxford: Oxford University Press. 


Kant, I. 1965. The Metaphysical Elements of Justice. Indianapolis: Bobbs. 
Locke, J. 1955. Second Treatise of Civil Government. Chicago: Regnery Gateway. 


Mill, J.S. 1977. ““Considerations on Representative Government.” In Essays on Politics 
and Society, vol. 19 of The Collected Works. Toronto: University of Toronto Press. 


Niskanen, W.A. 1971. Bureaucracy and Representative Government. Chicago: Aldine. 
Olson, M. 1965. The Logic of Collective Action. Cambridge: Harvard University Press. 
. 1982. The Rise and Decline of Nations. New Haven: Yale University Press. 
Pareto, V. 1909. Manuel! d’Economie Politique. Paris: Girard and Briére. 


Penniman, J.R. 1975. Canada at the Polls. Washington, D.C.: American Enterprise Insti- 
tute. 


Rawls, J. 1972. A Theory of Justice. Oxford: Oxford University Press. 
Rousseau, J.J. 1913. The Social Contraet. London: J.M. Dent. 


Rowley, C.K. 1974. *“‘Pollution and Public Policy.” In Economic Policies and Social Goals, 
edited by A.J. Culyer, pp. 284-312. London: Martin Robertson. 


. 1983. “The Failure of Government to Perform its Proper Task.” Ordo 34: 39-S8. 


. 1984. “The Relevance of the Median Voter Theorem.” Journal of Institutional and 
Theoretical Economics (March): 104-35. 


Rowley, C.K., and A.T. Peacock. 1975. Welfare Economics: A Liberal Restatement. 
London: Martin Robertson. 


-Rowley, C.K., and R. Elgin. 1985. “Towards a Theory of Bureaucracy.” In Public Choice, 
Public Finance and Public Policy, edited by D. Greenaway and G.K. Shaw. Oxford: 
Basil Blackwell. 


Smith, A. 1937. The Wealth of Nations. New York: Modern Library. 


Smithies, A. 1941. “Optimum Location in Spatial Competition.” Journal of Political 
Economy 44: 429-39. 


Sproule-Jones, M. 1974. “An Analysis of Canadian Federalism.” Publius (Fall): 109-36. 


. 1984. “On the Analysis of Constitutional Change in Canada.” Public Choice 44 (1): 
279-83. 


Tullock, G. 1965. The Politics of Bureaucracy. Chicago: Public Affairs Press. 
. 1967. Towards A Mathematics of Politics. Ann Arbor: University of Michigan 


pres 


. 1974. The Social Dilemma. Public Choice Society Book and Monograph Series. 
Blacksburg, Va. 


104 Rowley 


Wagner, R.E. 1984. Agency, Economic Calculation and Constitutional Construction. 
Miami: Florida State University Working Paper. 


Wicksell, K. 1896. Finanz Theoretische Untersuchungen. Jena: Gustav Fischer. 


Winer, S. 1984. “Comment on Papers by Thomas Courchene and Albert Breton.” Public 
Choice 44 (1): 273-78. 


Rowley 105 


wakes a a oe ds mati, 


aaeyles iain nity Appi ct ¥ 


Py grit Oy hehe what Pb, ath 


‘Helecades ye ah wy Bice 


or 


vga ig’ wt at ely 


ya! - - if Tek? 7 os a 
aes An a 
Payee O aee Ty eas “ere! 
a Se & AA bul, J a ‘- ty hate . 
wen <a 
rae ae - ra _ : e q+ € : ; ae - 
we le ai Rosey eerie: SZ, - Ya er 
Ye Gsrice “hs (ANE ae ine" on caw ns 
\ | FP eh CS i pita 6 eee tees, 18 afro aitadl 7 
eo he _ ) Chet pampe nag fh ee ree ahatp alba wie —— _e x 
san 


oy) Ge MG Pe } ri 44s sy Large .p 7 
. seri 
is rel » Aw >) ; —— 5450 miei i 
ae : " ee Pl + x * ~ ie 7.3 : a, . Nays een dh), = 
Vy poe 1eped Cite Gap Soaps, ra oe “ng 


- a # a, ae "Wate 72 » Ge en) areld, : ee piqips ; 
WON awhehly ute, yr eG Tied tae! i ta Qaed Oia. o_ : 
’ my “ j 69 Ns > oven 71 ioe hah Tore i te 
‘ i yd ae Ai? ViAGh@Y ad a. Aas. We! Js) 2. % : = At ; 
Satin, 1i sii 4 ho c,' oem 6 ipa Ty Oey ue = pee Wh? 
; a ¥ . { =: 
a fr ry a4 Gy Wo wrvis “oe : 
sepu 64 818. tie esse eho Ra 2 ery, 
wi ¥ Kp A get 6 TR a hpi oth Pt he : 
ee Cee ee 2 vs 
bd aa), “Te, O2h. 1 ah) Grcadeeg Ge orate Pagty Lal, OAs $2 20-26 ~ 
eM, ° ht, P. fag Oe ya. eae oe te Sis veda) ome eee 
mead Ss dehi2 1a Ses 
a ; of 4 aan ‘ vee Cane, was 7 > Jee? aren * aie 
WAS Mahila, wopnretnienn | ah, a al ds 2s 
2B ¥ ee a ae i peta matt Yipes ty” 
Soren ee Ot Pie &) Chote Wee IAG Gal Je (ae 
hore , 7 3 . Pre — 
: wi ree | been 2 nm ran en in is ; a 
’ oo - ee "42h i as. « . yam s 7 Ie 
7 , ay : | ; o] fe 
. ee “my be) |. 1) ye ea as TOS Whe ed FEN tr” . 
es Shh Gi Aus tant pd Letra GABAA O08 Oh. 0M "Gee al IGF 7 ary 
aresys . ; n a = 
. my, ls" aes mie f hel (DF > > Pedy tes fee: - _ : 
— 2 Ps. §.3) oe 2 Watt ie Ne ion oh, A a? ; Pi Fane aa ar nay 7 
Vics ‘ at 7 . ee a 
the ee er ee mis luv cM cae dead 7 


Parte 


4y 


The Growth of the Public Sector in Canada 


4 


DAN USHER 


This paper has two related objectives: to summarize explanations of the 
increase in government involvement in the economy, and to present a 
broad statistical picture of the growth of government in Canada. 


Explaining the Growth of Government 


Explanations of the growth of government involvement in the economy 
can be classified under headings of what might be called the theory of 
rational self-interest behaviour by the majority of voters, and conspiracy 
theory.! Theories based on rational, self-interested behaviour of the 
majority of voters start with the premise that there is a “best” size of 
government at any given time, depending on the demands for and the 
costs of the services that government does or could provide. Changes in 
the size of government are then attributed to changes in the underlying 
costs and benefits, that is, to shifts over time in the demand or supply 
curves of public services. The obvious, though trivial, example is the 
shift in the demand curve for soldiers when a country goes to war. 
Conspiracy theories attribute observed growth to the machinations of 
self-seeking, power-hungry bureaucrats and politicians, to the influence 
of special-interest groups in the private sector, and to fiscal illusion by 
which voters can be enticed with “free goods” because they cannot see 
the connection between expenditure and taxation. Theories based on 
the rational self-interest of voters will be examined first because the 
force of conspiracy theories depends on whether there is anything left to 
be explained after as much as possible has been attributed to the self- 
interest of the average citizen as a consumer of government services. 
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Rational Self-Interest Theories 


The notion of rational, self-interested behaviour on the part of a majority 
of voters is inevitably somewhat vague, for there are many potential 
majorities in any given population. This difficulty has a family 
resemblance to the well-known ambiguity in the concept of the social 
optimum or common good, that there is no obviously right way for 
conflicting interests among citizens to be reconciled. This difficulty is 
common to all evaluation of social policy, and it is no more or no less a 
problem in the present context than in any other. In discussing theories 
of the growth of government, I simply assume that something corre- 
sponding to the interest of a majority of voters can be identified. 

Particular care must be taken to distinguish between size and growth, 
that is, between reasons why government is large and reasons why 
government is growing. For instance, it is no explanation of the growth of 
government to say that government has to provide public goods. What 
needs to be explained is why people want more public goods today than 
at some time in the past. My examination of theories of the growth of 
government will proceed in stages: first an enumeration of benefits and 
costs of public expenditures, and then a list of reasons why certain 
benefits or costs may be changing over time. 


BENEFITS AND COSTS 


The benefits from public expenditure are simple and well known: avoid- 
ance of the free-rider problem in the provision of public goods, 
redistribution of income, reassignment of income, and internalization of 
externalities. 

The most important instance of the free-rider problem concerns the 
protection of citizens from foreign enemies and from one another. The 
army and the police benefit everybody, but nobody’s contribution has a 
significant impact upon the total provision, and it is in each person’s 
interest to evade his share of the cost. Everyone has an incentive to free 
ride at the expense of his neighbours. The public sector must therefore 
compel each citizen to contribute his share of the cost of the army and 
the police. Provision of roads is similar insofar as it is impractical to 
collect tolls on the use of roads. Another example is pure research, 
which is a worldwide public good because knowledge acquired by 
research in Canada may convey benefits to the people in other countries 
as well. 

Redistribution may be designed to improve the lot of the permanently 
poor at the expense of the permanently rich, or it may be thought of as 
insurance for everyone. I do not know when I shall become unemployed 
or whether the ups and downs of fortune throughout my life will leave 
me, On retirement, with sufficient resources to provide for my old age. 
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Private insurance is considered inadequate. I therefore join with my 
fellow citizens to procure insurance through the intermediary of the 
public sector in the form of unemployment insurance and the universal 
old age pension. 

Government may influence the distribution of income in two quite 
distinct ways. It may seek to narrow the gap between all rich and all poor 
(what I am calling redistribution) or it may seek to increase the income of 
the members of a particular group of people who may or may not be 
among the poorer half of the nation. For want of a better term to 
distinguish these two types of influence on the incomes of citizens, the 
latter may be called a “reassignment.” Among the various kinds of 
reassignment of income are rent control, agricultural price supports or 
acreage allotments, and subsidies to farms or firms. One may speak of 
reassignment of income as a reason for government participation in the 
economy without committing oneself as to whether the reassignment is 
ultimately beneficial to the economy as a whole. It is sufficient to 
observe that governments do knowingly reassign income from time to 
time. 

The fourth reason is to make the economy more efficient — in effect 
to increase national income per head — by closing the gap between 
private and social costs or benefits of private activity, that is, by correct- 
ing for externalities in the private sector: the factory does not bear the 
social cost of the smoke emitted from its chimney; firms cannot capture 
the full benefit of training supplied to their workers; education of the 
young inculcates good citizenship; innovators cannot capture the full 
benefit to the community of new products or processes; the shadow, or 
accounting, price of labour may be less than the market wage in areas of 
considerable unemployment. Government is said to correct for such 
externalities when it taxes, subsidizes, regulates, encourages, mandates 
or prohibits behaviour for which the private and social marginal product 
would differ in the absence of such intervention. 

Though redistribution, reassignment, and correction for externalities 
are conceptually distinct, they are often mixed up in practice. Some 
groups are subsidized because they are poor, despite the fact that no 
subsidies are offered to others who are equally poor. Reassignment is 
often justified as though it were redistribution (as when rent control for 
wealthy occupants of posh apartments is justified with reference to 
poverty-stricken old ladies, or when subsidies accruing to owners of 
firms are justified with reference to poorly paid workers), which is why it 
is especially important to have distinct terms for redistribution and 
reassignment. Corrections for externalities typically benefit one group at 
the expense of another so that, once again, it is possible to clothe the 
interests of some groups in the language of the general good, in this case 
efficiency rather than equalization. 

Two considerations are particularly important in assessing the role of 
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the government in the reassignment of income and in correcting for 
externalities. The first is statistical. Whereas provision of public goods 
and transfers to persons require public expenditure and are reflected in 
the time series of government expenditure as a percentage of national 
income, the attempt to favour a particular group of people or to equalize 
private and social product may leave no statistical trace within the 
national accounts. An industry may be promoted through investment 
tax credits, tariffs on competing imports, subsidization of inputs, regula- 
tion of entry of new firms, or low rates of corporation income tax. 
Government involvement in the economy through tax expenditures and 
regulation cannot be captured by the usual measure of the growth of the 
public sector, though it may be recorded by other measures to be 
discussed below. 

The other consideration has to do with the formation of economic 
policy. It is a serious mistake to suppose that the mere identification of 
externalities is sufficient justification for public policy. Externalities are 
not like weeds in the garden which should be eliminated the moment 
they appear. The reason is that externalities cannot as a rule be elimi- 
nated costlessly. Government is a large, clumsy, expensive machine 
which must be employed for some purposes but which should not be 
employed unless the prospective benefit exceeds the prospective cost. 

The word “cost” has a special meaning in this context. It is not just the 
financial cost of the service that the public sector provides. It is the 
entire cost of employing the public sector, including certain costs of 
government over and above the minimum required to induce firms to 
produce whatever it is the public sector supplies. These costs of govern- 
ment include administrative cost, agency cost, deadweight loss, expen- 
diture on rent seeking, and political cost. 

‘Administrative cost” consists of the time and effort in deciding what 
the public sector should do and in overseeing its activities.* Consider, for 
example, the acreage allotment for the production of tobacco. If this 
remains constant over time, the administrative cost is the cost of policing 
the regulation to ensure that no tobacco is grown on land not designated 
for the purpose. If the allotment is adjusted from time to time, the 
administrative cost must include the labour cost of the deliberations that 
precede any given change — the meetings of interdepartmental commit- 
tees, the research to support the positions of the different departments, 
the time spent discussing the issue in the Privy Council and the cabinet, 
and so on. 

The ‘“‘agency cost” has to do with the relative efficiency of the public 
and private sectors.* In any organization, there is an incentive on the 
part of each agent in the hierarchy to serve his own interest rather than 
the interests of the organization as a whole. The manager of a firm seeks 
to augment his income and perquisites at the expense of the stockholder. 
The worker exerts himself no more than is necessary to hold his job. On 
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analyzing the incentives in the public and private sectors, it is difficult to 
avoid the conclusion that the agency problem is more serious in the 
public sector, for there are no good substitutes in the public sector for 
competition among firms or for takeovers by dissident stockholders. 
Casual observation suggests that employees work longer hours and with 
greater intensity in the private sector, though there are pockets of energy 
and efficiency in the public sector as well. Statistical comparisons of the 
cost of production between public and private sectors in the provision of 
air transport, refuse collection, and a few other services have tended to 
show that public provision is usually more expensive, twice as expensive 
according to the author of one survey of this literature.> 

“Deadweight loss” is the difference between the revenue raised by 
taxation and the full cost to the taxpayer inclusive of the loss of output 
from the diversion of resources from taxable to non-taxable activities .® 
Suppose, for instance, that the corporation income tax is 50 percent (so 
that an investment with a private value of one dollar has a social value of 
two dollars) and that a rise in the rate of tax sufficient to generate an 
extra $100 of tax revenue reduces total investment by $40, diverting that 
amount to consumption instead. Since the social valuation of $40 of 
private investment is $80, the full cost to the taxpayer is $140, of which 
$100 is reflected in tax revenue and the extra $40 is deadweight loss. All 
taxes entail marginal deadweight loss of one kind or another: the income 
tax by reducing the incentive to work and save, the tariff by redirecting 
production and consumption, the excise tax by reducing consumption of 
the taxed good, and bond financing by crowding out private investment. 
Furthermore, the diversion of resources from relatively productive, 
highly taxed activities to relatively unproductive, less taxed activities is 
magnified by out-and-out tax evasion which causes resources to be used 
up unproductively by the evader in covering his tracks and by the tax 
collector in bringing the evader to justice. 

Deadweight loss is an important consideration in the comparison of 
costs and benefits of public sector projects. To continue with our exam- 
ple, a project that costs $100 (in the usual accounting sense of the word 
‘‘cost”) and is to be financed by a small increase in the rate of the 
corporation income tax should only be undertaken if the value of its 
benefits exceeds $140. Although estimates of the social cost of tax 
revenue turn out to be very sensitive to the assumptions of the analysis, 
recent studies have suggested that the number could easily be as high as 
2.0, signifying that a project costing $100 should yield $200 worth of 
benefits to be acceptable. ’ 

‘Rent seeking” refers to the waste of resources when firms compete 
for privileges given at the discretion of the public sector.’ Suppose that 
the world price of sewing machines is $100 per machine and that Canada 
imports 10,000 machines when the tariff is 30 percent so that the domes- 
tic price is $130 per machine. Sewing machines will still sell at $130 if the 
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tariff is replaced by an import quota of 10,000 machines because the 
domestic demand for sewing machines is unchanged. If the government 
auctions the quotas, their price will settle at $30 and the revenue from the 
auction will be $300,000, precisely what the revenue from the tariff 
would have been. If the government chooses to assign the quota to one 
or more deserving firms, the importers fortunate enough to receive a part 
of the quota will make a clear profit of $30 per machine. In the latter case, 
it would pay firms to devote resources to proving their worthiness by 
hiring lobbyists, employing ex-civil servants, cultivating members of 
Parliament and showing themselves to be progressive, modern, and 
socially responsible. A firm seeking quotas would be willing to spend up 
to $30 per machine. Such rent-seeking expenditure is a waste of 
resources to society as a whole, for the return to the successful firm is 
entirely at the expense of another firm that would have been assigned the 
quota instead. Rent seeking can be expected to arise whenever public 
policy benefits one group at the expense of others — in adjustments to 
tariffs, in grants to firms to promote socially beneficial types of invest- 
ment, in restrictions on the output of farm products, and in tax policy. 
The more extensive the scope of public policy and the more it tends to 
favour this or that firm, group, or class at the expense of the rest of the 
economy, the more costly rent seeking is likely to be. 

The political cost of government participation in the economy is 
impossible to quantify but nonetheless real.? Political cost is the ten- 
dency toward disintegration of our system of government when elected 
officials or civil servants have to decide among competing claims of 
interested groups of citizens. For instance, public provision of medical 
care requires the government to determine the wages of doctors, and 
unemployment insurance requires the government to determine the 
income of the unemployed. Industrial policy is more insidious, for it 
typically requires the government to decide whether investment will 
take place here or there, fostering a political climate in which local issues 
become more important in an election than national issues, the party in 
power has a strong incentive to favour one region over another, and the 
disfavoured region has no recourse but the threat of separation. This is 
compounded by an increase in the temptation to bribery, legal or other- 
wise, as part of the process of rent seeking, and by what is called political 
overload — the proliferation of questions that must be resolved by the 
cabinet, the corresponding reduction in the time available for the consid- 
eration of any given issue, and the increased likelihood that decisions 
will be poorly thought out or excessively delayed. 

In principle, these five costs of government are additive, but they 
appear in different amounts and proportions from one type of expen- 
diture to the next. Pure public goods typically give rise to administrative 
cost, agency cost and deadweight loss but not rent seeking, except 
insofar as one group gains more than others from the presence of the 
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public good. Subsidies are particularly conducive to rent seeking, espe- 
cially where the recipients have to be chosen one by one. 


Benefits and Costs of Government Expenditure 


Benefits Costs 
Provision of public goods Administrative cost 
Compensation for externalities Agency cost 
Redistribution of income Deadweight loss 
Reassignment of income Rent seeking 
Insurance Political cost 


Thus, in considering what to place upon the agenda of the public sector 
and what to exclude, the appropriate procedure is to weigh the benefits 
and costs associated with each program proposed and to accept only 
those programs for which the balance is favourable. 


REASONS FOR THE GROWTH OF GOVERNMENT 


Growth may occur as a movement from disequilibrium to equilibrium or 
because the equilibrium itself is shifting over time. In any given year, 
there may be an imbalance between benefits and costs of government 
expenditure, and a lapse of time may be required for the appropriate shift 
in institutions to take place. It is not impossible that the observed growth 
of the public sector over the last SO years is the simple consequence of 
the fact that the public sector should have been larger 50 years ago and 
that only now has the right size been discovered. Not impossible, but 
most unlikely. It seems more reasonable to attribute the growth of 
government to changes in the balance of benefits and costs over this 
period. Thus the generic explanation of the growth of government expen- 
diture would be that changes in technology, economic organization, or 
society have increased benefits or decreased costs in some or all of the 
categories listed above. I shall speak of changes in benefits as being “on 
the demand side” and of changes in costs as being “‘on the supply side.” 
These are considered in turn. Four distinct types of demand (in the sense 
of taste or want, and not in the sense of an ultimatum) may be identified. 

There is first a set of demands arising out of the growing complexity of 
the economy and leading to an increase in expenditure on the correction 
of externalities, provision of public goods and redistribution. Environ- 
mental protection is the obvious instance. We are constantly inventing 
new substances that seem to be beneficial to the immediate user, but may 
be harmful in the long run to the user or to the population as a whole, and 
are likely to be employed excessively unless their use is regulated. As 
more and more potentially lethal substances are discovered and as 
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‘growth of population and per capita income leads to a potential increase 
in their use, there is an ever greater requirement for regulatory activity. 

Changes in the technology of production may lead to an Increase in 
government expenditure by requiring relatively more of the types of 
goods and services that government ordinarily provides. Consider trans- 
portation. As the economy becomes more integrated, Canadians spend 
increasingly more time on roads and in the air, and an ever larger share of 
the national product is devoted to the upkeep and construction of roads 
and airports. Having chosen in the 1930s to run Air Canada as a national 
airline, the Canadian government committed itself to controlling a seg- 
ment of the economy that was destined to expand considerably in the 
years to follow. 

Growing complexity of the economy has also been put forward as an 
explanation for the introduction of unemployment insurance and the old 
age pension. These institutions would have been of little value in the 
days when people lived on the land and families took responsibility for 
the care of the aged. All that has changed with the decline of farming, the 
advent of the nuclear family, and the increased vulnerability of the 
worker to technical obsolescence and to the ups and downs of the 
market. So, the argument goes, people face increasingly greater risks 
which can only be pooled by the appropriate public policy. 

These are the difficult arguments to assess. It is undeniable that 
technology has become steadily more complex and that new modes of 
production require new modes of participation by the public sector. It is 
not obvious that the public sector need become larger or more interven- 
tionist on balance, for old forms of intervention may no longer be 
advantageous. Is it absolutely necessary for Air Canada to remain as a 
public corporation? Perhaps the unprecedented growth of per capita 
income since the 1930s has rendered it possible for the prudent worker to 
acquire sufficient assets to ride out periods of unemployment without 
public provision of unemployment insurance. Similarly, if Canada did 
not already have a program of family allowances, I would think it 
unlikely that we would be inclined to introduce one now. 

The point of all this is that there is no solid case for the proposition that 
increasing complexity of the economy requires larger and more influen- 
tial government on balance. Public sector intervention in the economy 
needs to be justified or explained item by item. 

Second, it is often alleged that there is a high income elasticity of 
demand for public goods and regulatory activity; as we become richer 
we want better parks and public amenities of all kinds rather than more 
cars, radios, food, and so on.!° What this argument requires is that the 
income elasticity of demand for public goods and services be greater 
than unity. It is difficult to say whether this is really so. 

Third, the growth of expenditure on redistribution has been attributed 
to a change in the composition of the electorate. I have so far reasoned as 
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though there were a single common interest of the population as a whole, 
an interest which is in some sense the average of the particular interests 
of the different voters. I discuss conflict of interest among groups of 
voters under the heading of conspiracy theories below, but there is 
another political explanation having to do with the extent of franchise. !! 
Think of the government as providing public goods and transferring 
income from rich to poor. When franchise is restricted to the rich, voters 
are inclined to oppose the redistribution of income, and government is 
restricted to providing the army, schools, roads, and a few other public 
goods. As franchise increases, there appear more and more voters 
whose receipts from transfers would be expected to exceed their share of 
the tax required to finance transfers. The percentage of the national 
product paid out in transfers therefore increases over time with the 
increase in the proportion of poor among the eligible voters, and the ratio 
of public expenditure to national income increases as well. This theory, 
while not illogical, is probably out of date. It could explain growth of 
public expenditure in the 19th and early 20th centuries, but it is hard to 
see how it can explain the growth of government since the First World 
War, because franchise has been effectively universal over this period. 

A variant of the political theory of the growth of government expen- 
diture connects the incentive to redistribute income with the skewness 
of the income distribution. !? In this theory, the amount of redistribution 
is that desired by the median voter, the voter halfway up the scale of rich 
and poor. He gets his way because he can choose to enter a majority 
coalition in the legislature with the SO percent of voters who are poorer 
than he and want more redistribution or with the 50 percent of voters 
who are richer than he and want less. The amount of redistribution 
desired by the median voter -—— the amount that maximizes the differ- 
ence between his receipts and his tax bill — depends on the gap between 
the median income and the average income in the economy as a whole. 
The theory is not unreasonable as a partial explanation of the amount of 
redistribution (or the progressiveness of the tax system) at any moment 
in time but it is questionable as an explanation of growth, for the income 
distribution has become less, not more, skewed in most Western coun- 
tries in the course of this century. 

Just as explanations of the growth of government from the demand 
side have to do with the benefits of government activity, so explanations 
from the supply side have to do with changes in costs. One such 
explanation is that improvements in the technology of tax collection 
have lowered the marginal deadweight loss per unit of tax revenue. In the 
19th century, it would have been literally impossible to collect as large a 
percentage of the national income as governments routinely collect 
today; tax rates as high as those in force today would have driven the 
economy back to barter or provoked such massive tax evasion that total 
revenue would have been less than what was actually collected at the 
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rates in force at that time. Only now, with our modern methods of 
accounting, communication and computing, can we collect as much as 
50 percent of the national income in taxation in peacetime without 
destroying the economy altogether. 

Another way of putting this point is that the Laffer curve has shifted 
right. At any moment of time, there is an inverted U-shaped curve 
connecting tax rates and tax revenue. When taxes are low, an increase in 
tax rates yields an almost proportional increase in tax revenue. As tax 
rates rise, the extra revenue from a one percent increase in the rate 
diminishes (and the marginal deadweight loss increases accordingly 
because the social cost of taxation is proportional to the rate rather than 
to the revenue) until eventually a point is reached where an increase in 
the rate yields no extra revenue at all. At the point where total revenue is 
maximized, the marginal deadweight loss per unit of revenue is effec- 
tively infinite, for increases in tax rates make taxpayers worse off 
without augmenting tax revenue. Improved methods of computing and 
accounting may have enabled government to appropriate a large share of 
the national income at a marginal cost that citizens are willing and able to 
bear. A reduction in the social cost of acquiring public revenue may 
generate an increase in the equilibrium amount of public expenditure, 
even if the demand for publicly supplied goods, services and transfers 
remains stable over time. 

Another supply-side explanation of the growth of public expenditure 
concerns the relative price of public and private goods.'!* Suppose that 
the only public good is protection, that the amount of protection is 
proportional to the number of police, and that the efficiency of the police 
force in supplying protection has remained constant over time, despite 
the increase in the efficiency of the economy in producing food, clothing, 
cars, and other private goods. If this were so, the price of protection 
would rise relative to the price of private goods, a larger share of the 
national income would be required to maintain the proportion between 
protection and private goods and there would be an incentive to econo- 
mize on protection to some extent. Whether this constitutes an explana- 
tion of the growth of government expenditure depends on the price 
elasticity of the demand for protection. The ratio of government expen- 
diture to national income rises or falls according to whether the elasticity 
is less than or greater than unity. In short, a gradual fall in the productiv- 
ity of labour in public goods, compared with its productivity in private 
goods, may account for a rise in the percentage of the national income 
devoted to the purchase of public goods, but need not do so. 

The issue 1s complicated by the fact that the output of services cannot 
ordinarily be observed. The number of policemen each year is known. 
Whether the amount of protection is increasing is not known because 
there is no objective measure of output per policeman. This does not 
matter if the only concern is with the ratio of government expenditure to 
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national income, for government expenditure is a value, not a quantity. 
Inability to measure output accurately does matter when it comes to 
evaluating theories connecting growth of government to changes in the 
relative price of public and private goods. 

That completes the list of rational explanations of the growth of 
government. Are these explanations sufficient to explain the phe- 
nomenon? Is there anything more to be explained by conspiracy theo- 
ries? The answers to these questions would seem to be “yes” and 
“possibly.” Observed growth might be explained by the considerations 
set out above; I would be inclined to put particular weight upon the 
reduction in the cost of government made possible by improvements in 
accounting, communication, computing, and tax collection. 


Conspiracy Theories 


Growth of the public sector is sometimes attributed to a drive by 
bureaucrats to expand their spheres of influence.!> This is a difficult 
proposition to accept, not because bureaucrats are more altruistic than 
the rest of us, but because it takes no account of forces pushing in the 
opposite direction and because it is an explanation of size rather than of 
growth. There is even some question as to whether the civil servants 
would gain from the growth of government. Practitioners of most trades 
seek to reduce entry so as to maintain high wages. Why would 
bureaucrats not be inclined to do so too? Furthermore, bureaucracy is 
expensive, and the taxpayer as voter has an incentive to elect represen- 
tatives committed to holding down the tax bill by limiting the number of 
civil servants employed. At any moment there is a balance of forces, 
some tending to increase the civil service, some tending to reduce it. 
Like the rest of us, civil servants are greedy and power-hungry. What 
needs to be explained is why the alleged desire on the part of civil 
servants to expand their spheres of influence is more successful today 
than in the past. Evidence discussed below suggests that the number of 
civil servants has grown less rapidly than total government expen- 
diture:? 

Growth of the public sector has also been attributed to special interest 
groups in the private sector that exert pressure on politicians to grant 
favours in the form of tariffs, subsidies, or helpful regulations. Interest 
groups may subvert legislators or combine with other well-organized 
interests into a majority coalition in the legislature.!’ Once again, the 
difficulty with this theory is that it explains size rather than growth. If 
special interest groups can influence government today, then why could 
they not do so yesterday? If they could do so yesterday, then why has 
government grown? 

A possible explanation may lie in the interaction between the politics 
of interest groups and the growth of the public sector for other reasons. 
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Socialized medicine makes doctors’ incomes particularly dependent on 
the good will of the public sector, converting doctors into a pressure 
group with a special incentive for collective action. The old age pension 
transforms the entire population of over 65 into virtual wards of the state 
with an incentive to vote for high taxation and high public spending. 
Growth of the civil service and the educational establishment recruits 
voters into what might be called the high-tax coalition of those who have 
more to gain as recipients of salaries paid by the government and of 
transfer payments than they stand to lose from the taxes to finance 
public expenditure. 

Government is sometimes seen as growing according to its own inex- 
orable law, regardless of the interest of the governed or of their rulers. 
Two such hypotheses are of particular interest. The first is that size of 
government remains more or less constant in peacetime, but increases 
permanently during a war.'® Government expenditure always grows in 
wartime. The hypothesis is that the decline once the war is over is never 
sufficient to restore the prewar ratio of public expenditure to total 
income. The evidence on this hypothesis is mixed. The hypothesis tends 
to hold quite well for Britain where it was first proposed. It appears to do 
less well for other countries. In Canada and the United States, the time 
series of public expenditure as a fraction of national income shows a 
continuous rise with no major breaks, except during the war years 
themselves. 

It has also been suggested that the size and composition of govern- 
ment expenditure may be the consequence of great waves of public 
opinion as to how society ought to be organized — opinion with a life of 
its own, independent of the interests of the citizens who hold that 
opinion. Toward the end of the last century, the jurist Dicey explained 
the development of law in England as the consequence of a movement of 
public opinion through three stages: a conservative stage at the begin- 
ning of the century, a brief utilitarian period in the middle, and a socialist 
phase at the end.!? Looking over the history of Canadian public expend- 
iture since the Second World War, it is hard to avoid the conclusion that | 
Canadians, like many other people at that time, began the period ina 
mood of what might be called idealistic Keynesianism in which a sub- 
stantial redistribution of income and a more interventionist government 
were believed to be warranted for the establishment of a just society and 
for the stabilization of the economy. Subsequently, from about 1960 to 
the present, the influence of government upon the economy seems to 
have grown in ways that are much more difficult to explain or justify. 
There has been less emphasis on redistribution of income per se, and 
greater inclination on the part of the public sector to direct the economy 
by regulation, subsidy, public ownership of firms, and provision of 
services that cannot be classified as public goods. This tendency, which 
does not appear to be grounded in any firm view of how the economy 
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should be organized and which, for want of a better term, might be 
referred to as “mindless intervention,” is not necessarily recorded in 
any summary statistic of the size of government as a whole. 


Measuring the Growth of 
Government Involvement in the Economy 


The growth of government expenditure from 1926 to 1983 is illustrated in 
Figure 4-1. The primary data in the graphs are from the national 
accounts. All series are expressed as percentages of “gross national 
income,” defined as gross national expenditure less indirect taxes, plus 
subsidies, plus an imputation for the services of public sector capital. 
The rationale for and exact definitions of these terms are contained in the 
Appendix. 

The figure is most easily read from the bottom up. The lowest graph, 
government expenditure on civilian goods and services, begins at about 
8 percent of gross national income in 1926, rises a bit in the Depression, 
falls to a low of about 5 percent during World War II, rises steadily to a 
peak of 22 percent in 1975, falls slightly, and then rises to an all-time high 
of 24 percent in 1982. The final rise need not signify a new upward trend; 
it may be due primarily to the fall in national income in a bad year. The 
graph above is government expenditure on civilian and military goods and 
services. The distance between these graphs is military expenditure 
alone. At its peak in 1944, military expenditure accounted for a full 40 
percent of gross national income! Four years later, in 1948, it was down to 
1.6 percent. It rose to a postwar high of 8 percent in 1953, thereafter 
declining to under 2 percent in the early 1980s. The next graph, total 
government expenditure less interest on the public debt, may be infor- 
mative because interest on the public debt is really a deferred tax on past 
expenditure — a payment from A to B, through the intermediary of the 
public sector, to compensate for the fact that B paid more than his share 
of government expenditure and A paid less some years before. Notice 
how the gap between this graph and the previous one has widened since 
1950, mostly because of transfer payments and subsidies. The top graph 
is total government expenditure inclusive of interest on the public debt. 
Between 1965 and 1983, the interest on the public debt grew from 4 
percent to over 8 percent of gross national income. This increase is 
primarily the consequence of the rise in the money rate of interest 
required to compensate for the fall in the real value of bonds denomi- 
nated in money, and not a reflection of increased government involve- 
ment in the economy. 

Public sector employment can be said to increase or decrease depend- 
ing on how it is viewed. Public sector employment can be defined 
narrowly to include civilian employees of federal, provincial and munici- 
pal government, or it can be broadly defined to include teachers, post 
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FIGURE 4-1 Public Expenditures as Percentages of 
Gross National Income 
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Source: Tables 4A-1 and 4A-2, based on Statistics Canada, National Income and Expenditure 
Accounts, 13-531, 13-201 (Ottawa: Statistics Canada). Cansim and Communications 
from Statistics Canada. 


office workers, the hospital sector and employees of public enterprises. 
Data sources may not always agree or be equally useful; a choice must 
be made from among labour force surveys, taxation statistics, civil 
service records, and so on. Also, to make the numbers meaningful in a 
growing economy, they must be expressed as a proportion of some 
economy-wide measure. The customary measure is total employment, 
but that may not be appropriate in a context where an increasing propor- 
tion of the population is participating in the labour force. Is a larger civil 
service required if people enter the labour force younger or if more 
women choose to work? It is arguable that the number of government 
employees is best expressed as a percentage of the population. As may 
be seen from the top graph of Figure 4-2, the number of civilian 
employees in federal, provincial, and municipal government has grown 
steadily from 2.82 percent of the population in 1961 to 4.18 percent in 
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FIGURE 4-2 Indicators of the Government’s Role in the Economy 


Government employment as a percent of total population 


1960 1965 1970 1975 1980 1985 


Transfers to persons as a percent of gross national income 


Percent 


0 
1925 1930 1935 1940 1945 1950 1955 1960 1965 1970 1975 1980 1985 


Subsidies as a percent of gross national income 


1925 1930 1935 1940 1945 1950 1955 1960 1965 1970 1975 1980 1985 


Assets of government business enterprise as a percent of total capital stock 


14 


Provincial 
13 


i) 


Axzrwood — 


Percent 


> Federal 


arty: a |e a ait oe Um PU PRUE 
1960 1965 1970 1975 1980 1985 
Year 


Source: Tables 4A-3, 4A-4 and 4A-S. 


Usher 12] 


1980. The provincial and municipal governments have grown quite 
rapidly, while federal employment, inclusive of armed forces, has 
remained constant as a share of total population. Total non-military 
government employment accounted for 10.5 percent of total employment 
in 1982. | 

The next two graphs in Figure 4-2 show transfers to persons increasing 
from under 2 percent of gross national income in 1926 to 13 percent in 
1983, and subsidies growing from virtually nothing in 1926 to just under 3 
percent in 1981. Both series grew steadily except for a modest increase in 
transfer payments in the Depression and a substantial increase in sub- 
sidies during World War II. It is significant that capital assistance to 
firms, after hovering at under one-third of one percent of gross national 
income throughout the 1970s, has more than doubled in 1982 and 
accounted in that year for a full three-quarters of one percent of gross 
national income. 

Series such as these are reasonably faithful indicators of the growth of 
government as purveyor of public goods, employer of civil servants, and 
redistributor of income, but they are less than ideal as indicators of the 
growth of government influence upon the economy because such influ- 
ence is increasingly exerted through Crown corporations, in regulations, 
in tax law favouring one line of activity over another, and in loan 
guarantees to firms.?° One can pull together scraps of information con- 
firming or disconfirming the common impression that government influ- 
ence upon the economy is growing more rapidly than is suggested by the 
statistics of expenditure and employment. The bottom graphs in Figure 
4-2 show assets of federal and provincial government business enter- 
prises, expressed as a percentage of the total mid-year net stocks of non- 
residential capital in Canada. The reader should be warned that the 
available data are less than ideal for the purpose at hand. A government 
business enterprise is defined as a firm with more than 50 percent of the 
stock owned by the government. Minority holdings of government are 
therefore ignored, even in circumstances where the government’s minor- 
ity position is sufficient to assume undisputed control. Thus, the Canada 
Development Corporation is counted as part of government business 
enterprise in some years but not in others, for its ownership has changed 
over time. 

Federal and provincial loans and loan guarantees to the private sector 
have increased significantly since World War II from 4.3 percent of GNP 
in 1950, to 11.8 percent in 1960, to 15.5 percent in 1970, and to 18.5 percent 
in 1980. However, loans and loan guarantees had been quite large in the 
Depression, 3.2 percent of GNP in 1930 and 15.6 percent in 1939.7! 

The number of federal and provincial regulatory statutes in force 
increased from 150 in the year 1870, to 726 in the year 1949, to 1,748 in the 
year 1978, and the growth of these statutes seems to be accelerating.*? It 
is difficult to say what effect, if any, the growth in the number of 
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regulations may be having upon the conduct of firms. One all-inclusive 
statute may give the government more power over the market than a 
large number of statutes, each covering a narrow range of the economy 
and specifying precisely what government may or may not do. 

Government influence on agricultural income has grown considerably, 
but appears to have stabilized in the last few years. The percentage of 
farm cash receipts channelled through marketing boards increased from 
14 percent in 1962 to 55 percent in 1972 and has remained about the same 
thereafter; it was 55 percent in 1983 as well.23 The proportion of sub- 
sidies of one kind or another in aggregate net farm increased from 8.4 
percent in 1965 to 36.2 percent in 1977 and then declined to 25.4 percent 
in 1978.24 


Appendix 
The Price of Government Output and the Measurement of 
the Share of the Public Sector in the Economy 


The usual measure of the share of government in the economy is the ratio 
of total government expenditure to gross national product as these terms 
are defined in the national accounts.?° This measure is somewhat mis- 
leading in that it does not quite answer the question in peoples’ minds 
when they ask about the share of government in the economy. The 
purpose of this Appendix is to explain why the usual measure is mislead- 
ing and to justify the modification employed in constructing the graphs in 
Figure 4-1 in the preceding text. The statistics are presented in Tables 
4A-1 and 4A-2 at the end of this Appendix. 

Imagine an economy witha public good called guns and a private good 
called butter. By definition, the share of government, s, is given by the 
expression: 


te UL 8 sees (1) 


EBT EG 


where G is the number of guns produced, B is the number of pounds of 
butter, and p is the relative price of guns in terms of butter. Obviously, for 
any given values of B and G there is a one-to-one relation between p and 
s. If p were zero, signifying that guns could be acquired at no alternative 
cost in terms of butter, then s would be zero too. At the other extreme, as 
p becomes infinitely large, then s becomes infinitely large as well. This 
expression does not lead to a unique measure of the share of government 
in the economy because there are several ways to define p. Just as the 
“price” of an ordinary commodity might be measured as the amount 
(gross of all taxation) paid by the ultimate consumer, the amount (net of 
all taxation) paid by the original producer, or the amount paid when the 
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commodity is purchased in a particular market; so, too, might the 
services of government be valued according to a demand price, a supply 
price or a market price. Call these prices p!, p* and p>. 

Suppose the technology of the economy were such that one hour of 
labour is sufficient for the production of one gun or one pound of butter. 
In that case, the supply price, p*, would have to equal |. The market 
price, p?, would equal the supply price if there were no excise taxes on 
guns or butter (or if the excise taxes were equal) and if all public revenue 
were raised by an income tax. The market price would be less than the 
supply price if there were an excise tax on the private good alone; an 
excise tax at a rate ¢ increases the market price of the private good to 
1 + t, thereby decreasing the relative price of the public good to I/(1+ 2). 
The demand price, p!, is the marginal rate of substitution in use between 
public and private goods. It is not reflected in any market price because 
public goods are supplied by the government. A government represent- 
ing the interests of the governed chooses a quantity of public goods at 
which the demand price, p', covers both the direct cost in terms of butter 
of the labour that must be diverted from butter to produce an extra gun 
and the butter-equivalent of the deadweight loss associated with the 
contraction of the tax base in response to the increase in tax rates 
required to finance the extra expenditure. Thus p! exceeds p? when the 
optimum quantity of public goods is produced. One would expect that 
p'!>p*>p? which implies that s!>s?>s3 where s!, s? and s? are the 
corresponding measures of the share of government in the economy. 

Still abstracting from depreciation, our next step is to confront s!, s2 
and s? with statistics in the national accounts. The statistical counter- 
parts of s? and s? are straightforward, but that of s! is not. 

The statistical counterpart of s? is 


, _ government expenditure ; 
~~ “national expenditure 2) 
where the usual terms “‘gross” and “net” are left out of the denominator 
because there is as yet no distinction between them. The statistical 


counterpart of s? is 


5 _ government expenditure 
Sts! be ba La ae een OD Te EM 
national income 


(3) 
government expenditure 


~ national expenditure — indirect tax + subsidies 


where “‘indirect taxes less subsidies” is almost always positive in prac- 
tice. The statistical counterpart of s! is 


ibd g government expenditure (4) 
@ government expenditure + income originating 
in the private sector 


where “income originating in the private sector” is the difference 
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between “national income” and “government expenditure” and where ¢ 
is the marginal social cost of public funds which, as discussed in footnote 
7, 1s generally believed to exceed | and has recently been estimated to be 
as high as 3.5. 

Which of these shares is correct? That is to say, which of the above 
expressions corresponds most closely to what we mean when we speak 
of the share of the government in the economy? The measure s? is 
commonly employed in studies of the share of government in the econ- 
omy, but it is in many respects the least satisfactory. First, it is not true, 
as would be the case if guns and butter were two private goods, that their 
relative price — the ratio of actual prices paid by the purchasers of these 
goods — reflects the consumer’s rate of substitution in use. That rate is 
reflected in p! rather than p>. It is not reflected in p* because guns and 
butter are purchased by different agents with different frames of refer- 
ence. I believe the measure s? would appear considerably less attractive 
if this were recognized. 

There is, in addition, a hidden bias in s>. To identify the bias, suppose 
the entire public expenditure were financed by an excise tax on private 
goods. Let the rate of the tax be ¢t and the supply of the labour be WN, of 
which N¢ units of labour are employed making public goods and N, 
units of labour are employed making private goods. Clearly in such a 
world, p> has to be less than p? because the market price of the private 
good is buoyed up by the excise tax, i.e. p? = p*(1+1). For the govern- 
ment’s budget to balance, the following equations must hold: 1) N = Ng 
+ Nz, li) NG = tNg = expenditure on public goods, and ii) 1+)Np, = 
expenditure on private goods. Consequently 


: expenditure on public goods 
vi national expenditure 


No tNp t 


CL 


Noss col Nex ape t Nel LON ou) ok tale 


S 


(5) 


which has a maximum value of 1/2. When public revenue is raised by an 
excise tax on private goods, this measure of the share of government in 
the economy cannot exceed 1/2, regardless of the proportion of 
resources devoted to the production of public goods and no matter how 
high the tax rate becomes! The reason for this seemingly anomalous 
result is that the excise tax incorporates the value of public goods into 
the market value of private goods, so that the latter is always the larger of 
the two. 

Suppose instead that public revenue is raised through an excise tax at 
a rate t and an income tax at a rate i. In that case, i) N = Ng + Ng, 
ii) Ng = iN + tNg = expenditure on public goods, ii) 1+0)N, = 
expenditure on private goods, and 


+t 
nol MRS, li uk (6) 
No+(+0Nz [tee 
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which approaches N,/N as t approaches zero, and approaches ¢/ (1 + 22) 
as i approaches zero. Note particularly that the common value of s? and 
s? when t = 0can be expressed either as N/N or as i, that is, either as 
the share of resources employed in the public sector or as the rate of 
income tax that would be required to finance the public sector for given 
values of N,, and N. The share of resources and the required rate of the 
income tax are the same in the simple example, though they will diverge 
in response to additional considerations to be introduced below. 

I think that s2 is the most appropriate measure of the “share of 
government in the economy” in that it conveys the information one has 
in mind when one uses the term. One wants to know the share of total 
productive capacity devoted to the production of public goods. That is 
precisely the value of s? when public revenue is raised by an income tax 
and it is the value of s? always, for N can be thought of as national income 
when, as assumed above, the wage of labour is 1, and tN; can be thought 
of as “indirect taxes less subsidies.” A case can be made for the use of s!, 
but I do not consider that here. 

Three more considerations must now be introduced: transfers, 
depreciation, and the return to capital in the public sector. Transfers can 
be incorporated straightforwardly into the expression for s*. Once again, 
the expression would be interpreted as the rate of income tax required to 
finance the entire public expenditure. Depreciation is not so easily 
incorporated. A case can be made for measuring public and private 
expenditure net of depreciation..The argument is that people are con- 
cerned, not with the gross outputs of guns and butter, but with the 
amounts of guns and butter left over after provision for the maintenance _ 
of the capital stock. On the other hand, the rate of income tax required to 
finance the public sector depends on gross rather than net expenditure, 
and a gross measure of the services of capital is consistent with the 
treatment of the services of labour. Quantities of labour input are 
weighted by wages regardless of whether workers retire or lose their 
skills over time. I employ gross rather than net statistics in the final 
measure of the share of government in the economy. Only part of the 
return to capital in the public sector is included in the national accounts. 
There is an imputation for “consumption of own capital” but no imputa- 
tion for the rate of return over and above the cost of depreciation. This 
creates a downward bias in the ratio of gross public expenditure to gross 
national expenditure as measure of the share of the government in the 
economy, a bias that might be corrected by adding an imputation for the 
net earnings of capital in the public sector. I attempt to do so, though the 
method is not completely satisfactory. The procedure is to scale up the 
measure of depreciation in the public sector by the ratio of the earnings 
of capital to depreciation in the private sector. One can think of this 
procedure as an attempt to measure government expenditure as it would 
be if public capital were rented. 

I have shown that s? can equally well be interpreted as the share of the 
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nation’s resources employed by or distributed by government, or as the 
rate of income tax required to finance public expenditure. These inter- 
pretations diverge when publicly owned capital must be accounted for, It 
is now important to distinguish between (a) the rate of the income tax 
that would be required to finance public expenditure if there were no 
other taxation and if there were no response on the part of taxpayers to 
the change in the tax structure; and (b) the sum of the share of resources 
devoted to public sector output plus the share of income redistributed by 
government. The first of these measures would seem to be appropriate if 
one’s main concern were with the taxes that have to be raised to finance 
public expenditure. No imputation would be required for the services of 
publicly owned capital; nor need one take account of depreciation of 
public sector capital. The second of these measures would seem to be 
appropriate if one’s main concern were with public sector usage of the 
nation’s resources. In that case, an imputation for the services of pub- 
licly owned capital would certainly be required. It is arguable that 
interest on the national debt might be excluded on the grounds that it is a 
financial residue of provision of goods and services in the past. 

The final measure of the share of government emphasizes resource 
usage rather than the required rate of the income tax. It is defined as 


54 = Sfoss government expenditure (7) 


gross national income 


“Gross government expenditure” is defined as “total government out- 
lay” (17, 16 to 17, 15)?° plus “imputed net rent on government-owned 
capital” which is estimated with the aid of the assumption that the ratios 
of capital income to depreciation are the same in the public and private 
sectors. Imputed net rent on government-owned capital is therefore 
measured as “government capital consumption allowance” (18, 2) scaled 
up by a parameter defined as one less than the ratio of “total income of 
corporate and government business enterprise” (20, 7) to “corporate 
and government business capital consumption allowance” (22, 5). 
“Gross national income” is defined as “gross national expenditure”’ 
(2, 19), less “‘indirect taxes less subsidies” (1, 10), plus “imputed net rent 
on government-owned capital” as defined above. 

Consequently in 1983, 


“imputed rent 


“total govern- 
on government- 


ier Lee 7 owned capital” 
‘ agree) (18,375) 
a 
“gross national “indirect taxes “imputed rent 
expenditure” _ less subsidies” |} +  |on government- 
(390,340) (41,417) owned capital” 


(18,375) 
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where the numbers in parentheses are millions of dollars and where 
‘imputed rent on government-owned capital” is measured as 


“government 
capital 
consumption X 
allowance”’ 
(6,733) 


“total income of 
corporate and 
government 
business enterprise” 
(103329) 


“corporate and 


government business 


capital consumption 
allowance”’ 
(27,818) 


According to this measure, the share of government in the economy in 
1983 was 52.94 percent. Ideally total government outlay should be net of 
indirect tax on sales of goods to the public sector. No allowance has been 
made for this item in the calculation because it is difficult to obtain a 
breakdown of indirect tax between sales to the public sector and sales to 
the private sector. This item is probably quite small, for sales to the 
public sector are often exempt from tax. 
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TABLE 4A-3 Assets of Government Enterprises 


Provincial 
Assets of Assets of Total Mid-Year Assets as a 
Federal Provincial Non-Residential Federal Assets Share of 


Government Government Capital Stock as a Share of Capital 
Enterprises Enterprises in Canada Capital Stock Stock 


($ millions) (percent) 
1960 7,990 6,091 68,586 11.65 8.88 
1965 10,174 10,766 97,310 10.46 11.06 
1970 15,353 18,941 153,328 10.01 12.32 
1975 25,096 39,010 308,029 8.14 12.66 
1980 46,985 80,149 588,594 7.98 13.61 
1981 50,917 93,178 681,817 7.48 13.67 


Source: Statistics Canada, Federal Government Finance, Cat. No. 61-203 (Ottawa, vari- 
ous years). Statistics Canada, Provincial Government Finance, Cat. No. 61-204 
(Ottawa, various years). Data provided by Statistics Canada. 


TABLE 4A-4 Government Employment in Canada 


Total 
Federal Armed Non-military Population 
Civilian Forces Provincial Municipal Gov’t Employment of Canada 


(1) (2) (3) (4) (1) + (3) + (4) 


(thousands) 
1961 204.4 120.0 168.4 140.8 513.6 18,238 
1965 207.8 114.2 {974 159.8 564.7 19,501 
1970 258.6 90.2 225.6 201.1 685.3 21,182 
1975 365.0 79.2 330.9 Z4a7 2 943.1 22,569 
1980 349.0 SEZ 401.0 274.1 1,024.1 23,912 
1981 360.1 83.1 399.4 276.9 1,036.4 24,221 
1982 357.8 82.9 401.6 287.4 1,046.5 24,513 


Source: Dataon government employment supplied by Statistics Canada for the years 1970 
to 1982. Figures for 1961 and 1965 are from R.M. Bird, Financing Canadian 
Government: A Quantitative Overview (Toronto: Canadian Tax Foundation, 
1979), Table A4. 


TABLE 4A-5 Government Employment in Canada as Percent Share 
of Population of Canada 


Total 

Non-military 
Federal Armed Gov’t 

Civilian Forces Provincial Municipal Employment 
1961 i 0.66 0.92 0.77 2.82 
1965 1.07 0.59 1.01 0.82 2.90 
1970 pe F 0.43 1.07 0,95 3.24 
1975 1.62 0.35 1.47 1.10 4.18 
1980 1.46 0.34 1.68 Lhd 4.28 
1981 1.49 0.34 1.65 1.14 4.28 
1982 1.46 0.34 1.64 ut? 4.27 


Source: Table 4A-4. 
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Notes 


This paper was completed in November 1984. I would like to thank Barbara Clift of 
Statistics Canada for data and advice. 


1. 


The best and most comprehensive work on the growth of government expenditure in 
Canada is that of Richard Bird and his associates at the Canadian Tax Foundation. See 
Bird (1970, 1979) and Bird, Bucovetsky, and Foot (1979). All contain extensive bibli- 
ographies. The last book is the best current introduction to the subject. 


These issues would be discussed in detail in any good textbook of public finance; see, 
for instance, Boadway and Wildasin (1984). 


_ Economists know far too little about the administrative cost of public sector programs. 


The one published Canadian study I am aware of is by Mendelson (1979), who 
estimates that the administrative cost of unemployment insurance and workmen’s 
compensation amount to about 9 percent of the money disbursed by these programs. 
The cost of the old age pension is in the order of one-half of one percent. His estimates 
do not include the cost of collecting the revenue to finance these programs or their 
share of the cost of Parliament, Treasury Board, and so on. 


4. On agency cost, see Becker and Stigler (1974) and Jensen and Meckling (1976). 
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17. 


L392 


. Spann (1977); see also Borcherding, Pommerehne, and Schneider (1982). 
. Deadweight loss would be discussed in any textbook of public finance; Boadway and 


Wildasin’s book is adequate. 


There is a wide variation among estimates of the marginal cost of public funds because 
such estimates are very sensitive to assumptions about the magnitudes of the underly- 
ing elasticities of demand and supply. In the earliest empirical paper on the subject, 
Campbell (1975) estimates marginal social costs of taxation to be about $1.25 per dollar 
of public expenditure. Browning (1976) estimates the comparable figure for the United 
States to be between $1.09 and $1.16. The papers differ in that Campbell estimates the 
loss from the reorientation of consumption brought about by excise taxation, while 
Browning is concerned with the labour-leisure choice as affected by the income tax. 
Stuart (1984) derives a series of estimates varying, according to the assumptions about 
elasticities of labour supply and other aspects of the economy, between $1.07 and 
$2.33. Browning and Johnson (1984) estimates the marginal cost of transfers to be as 
high as $3.49. The estimate of a factor of two is from my own paper (Usher, 1982), 
which cites a number of other papers on this topic. 


. This argument originated in Tullock (1967); for a more thorough treatment, see 


Krueger (1974). 
The classic on this topic, Frederick Hayek’s old tract The Road to Serfdom (1944). 


. This phenomenon is known as Wagner’s Law. It is discussed at length in Bird (1979, 


chap. 4). 


. See Meltzer and Richard (1981). 

. See Peltzman (1980). 

. See Kau and Rubin (1981). 

. This argument has been put forward by Baumol (1967) in an article with the unlikely 


title of ““Macroeconomics of Unbalanced Growth: The Anatomy of Urban Crisis.” 
Beck (1976) has assembled evidence purporting to show that “real” growth of the 
public sector has been very much less rapid in this century than “nominal” growth, as 
a percentage of GNP. 


For example, Niskanen (1971); the thesis of he book is that government is comparable 
to a firm which maximizes sales subject to a budget constraint; the book contains no 
adequate explanation of the nature of the constraint. A development of this idea, 
which is more interesting than the original, is advanced by Brennan and Buchanan 
(1980), who assume that governments maximize revenue over and above the cost of the 
public goods necessary to keep the economy going. Given such behaviour by govern- 
ment, their problem is to determine which constitutionally imposed tax base is best for 
the taxpayer-citizen. 


. See Bird et al. (1979). 


This proposition, exaggerated to the point of parody, is the central theme of Olson 
(1982). 
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18. See Peacock and Wiseman (1961). 
19. Dicey (1898). 


20. A great deal of literature on regulation, Crown corporations, loans and loan guarantees 
and equity ownership in private sector firms is summarized in Howard and Stanbury 
(1984). 

21. See Economic Council of Canada (1982). 

22. See Economic Council of Canada (1979, Tables B2-1 and B2-2). 

23. See Agriculture Canada (various years). 

24. See Forbes, Hughes, and Worley (1982, Tables 3-5); as “subsidies,” I am including 
what the authors call ‘federal subsidies” and “direct payments through commodity 
programs.” 

25. To measure the share of government as the ratio of public expenditure to GNP is 
customary but not universal. Deviation from this practice has been in two directions. 
First, it has been proposed that both the numerator and the denominator of the ratio be 
expressed in real terms, with government expenditure deflated by a price index of 
public output and GNP deflated by a price index of total output. This correction tends 
to reduce the estimated growth of the public sector considerably because the esti- 
mated price index for the public sector has risen very much faster than the index for the 
entire economy; see Beck (1976). In my opinion, the deflated ratio is not appropriate as 
an indicator of the share of the public sector in the economy, or of the growth over time 
in that share. The matter is discussed fully in Heller (1981). Second, there has been a 
good deal of discussion of whether the increase of income should be net or gross of 
indirect taxes; see Meerman (1974). Much of the literature on this question has 
developed in the context of measuring the distribution among income classes of the 
burden of tax and the benefits of public expenditure. Opinions about the appropriate 
measures have often depended on who is seen to bear the burden of indirect taxation. 

26. Numbers in parentheses refer to table and item in the Canadian national accounts, as 
published by Statistics Canada, cat. no. 13-201, annual. 
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Economic Rationality and the 
Political Behaviour of Canadians 


CLAUDE MONTMARQUETTE 


Introduction 


On average, approximately one-half of the total expenditures in the 
economy are made by governments. Whether at the local, provincial or 
federal level, the significant role played by governments and the “‘politi- 
cal market” phenomenon is a reality which is generally recognized 
today. But despite our awareness of this significance, our knowledge of 
how the political market functions is relatively poor. 

It is necessary to understand the reasons for the emergence of govern- 
ment and the political market, and also to discover the economic mecha- 
nisms that govern the political market’s operations. By addressing these 
questions, the economist brings a dimension of rationality to the politi- 
cal behaviour of individuals — a rationality that so often seems to be 
lacking in public debates. One need look no further than the emotional 
debates that have occurred over the years on the question of Quebec 
separatism to be convinced of this lack of rationality. The economic 
perspective proposed in this paper goes further than an examination of 
hypothetical behaviour of individuals: instead, it takes as its starting 
point the Canadian political reality and gives an account of the elements 
inherent in this economic logic that no one is able to break through, 
whether they be péquistes, federalists or Orangemen. 

This economic logic tells us that government expansion, brought 
about by rapid economic growth, by the development of an imposing 
bureaucracy and by other circumstances, has resulted in the emergence 
in Canada of a sizable political market combining all the elements which 
determine supply and demand within a public sector. In turn, the dynam- 
ics of the political market have created a political situation in which a 
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large number of Canadians no longer find an acceptable consensus. If 
the rationality of the individual decisions of median voters or members 
of pressure groups dominates the political market, the only solution to 
the political crisis in Canada, in the absence of any rules aimed at 
controlling this market, is the economic crisis that forces government 
and political markets to reduce their size. 

In the second section of this paper, I begin to justify this conclusion by 
offering a general examination of the question of omnipresent govern- 
ment and the emergence of political markets in market economies. 

The third section focusses on an explanation of the Canadian situation 
based on the hypothesis of economic rationality in the political 
behaviour of Canadians, and on the economic principles inherent in the 
functioning of the political market. 

The final section of the paper includes a review of the main results 
contained in the preceding sections, and draws the necessary con- 
clusions regarding Canadian unity and political consensus, and the 
economic survival of Canada. 


Omnipresence of Government and the 
Political Market in Market Economies 


THEORIES ON THE SUPPLY AND DEMAND OF 
PUBLIC GOODS AND SERVICES 


According to Bénard (1983, p. 514), the classical approach to discussing 
the role of government in a market economy involves defining and 
including “public goods” in the analysis of the Pareto optimum and 
general equilibrium theories.! From Samuelson’s definition (1954) of a 
pure public good (one that is indivisible and nonexclusive) to the defini- 
tion of an impure or mixed public good (one that is divisible and 
exclusive), this approach consists of extending to public goods the neo- 
classical model of the functions of supply and demand of private goods. 
This approach assumes that preferences for public goods are revealed 
and that a Pareto optimum exists, namely a situation in which it is 
impossible to improve the lot of one consumer without adversely affect- 
ing the lot of another. In many of these models (see Bénard for specific 
references), the role of government is limited to calculating and acting as 
an information centre, such as in the model developed by Wicksell and 
Lindahl. In other models, ‘‘decisions regarding public goods are no 
longer taken through simple exchanges of information between the 
centre (government) and the periphery (consumer/taxpayers), but 
through the polls.” (Bénard, p. 525) 

At this point, we come up directly against the problem involved in 
revealing accurate individual preferences that certain authors, such as 
Green and Laffont (1979), have attempted to resolve by analyzing the 
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conditions in which the sincere vote is the dominant strategy. (It should 
be noted that these votes consist of directly choosing the quantities of 
public goods to be supplied, and not in electing political represen- 
tatives.) 

The pursuit of the Pareto optimum, which some authors consider to be 
the normative approach to the role of government in the economy, 
requires unanimity among consumers/citizens/taxpayers. Although the 
rule of unanimity is theoretically possible, it is difficult to achieve. 
Furthermore, while this approach defines in the abstract the optimum 
level of government, it does not define this optimum in statistical terms 
(for example, the level of government expenditures in relation to the 
gross national product, one of the conventional measurements of the 
government’s relative size in empirical studies). Nor does it offer an 
explanation for the growth of government in market economies which 
has taken place over the past twenty-five years.” To clarify these points, 
an approach considered more positivist and empirical has been selected 
for this paper. 

In fact, a wide variety of the literature offers various explanations for 
government expansion in market economies. One of the oldest explana- 
tions is based on Wagner’s income effect (1893), which linked the growth 
in government to the increased demand for public services created by 
economic growth in the country. Recently Meltzer and Richard (1983) 
suggested modifying Wagner’s law to take into account not only income, 
but also the distribution of income, which element combines with the 
price effect in the median voter’s approach in Bergstrom and Goodman 
(1973) and Borcherding and Deacon (1972), serving as a complement to 
Wagner’s law. 

Peacock and Wiseman’s widely known theory (1967) associated the 
expansion of the public sector with conflict or crisis situations, which 
allowed government to reach a taxation level that it retained in the post- 
crisis periods. This theory has been the subject of a number of econo- 
metric tests (see in particular Diamond, 1977) which have established the 
theory’s validity in general. 

Baumol (1967) is another point of reference in this literature. This 
author pointed out that in the public sector, which is primarily a producer 
of services, productivity increases less rapidly than in other sectors of 
the economy, particularly in the industrial sector, which can benefit from 
technical advances. When nominal public sector wages are in line with 
those of progressive sectors of the economy, the relative cost of public 
services increases, leading to an increase in the level of government 
expenditures in relation to the gross national product. 

Other studies attribute government growth to political factors. In a 
model considered a classic with this approach, Downs (1957) shows how 
politicians determine the level of government expenditures in order to 
maximize the probability of their being elected or reelected. For exam- 
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ple, according to Migué (1976), by directing sums of money toward small, 
electorally important groups and spreading the costs among all tax- 
payers, politicians push the government machinery toward continual 
budget increases.4 Based on the same political determinants but/or 
different economic agents, Niskanen (1971)° considers that, as long as 
the bureaucracy possesses some power, it will seek to increase the size of 
government. 

From an economic point of view, all of these theories and their 
variations fall in line with either the demand side or supply side of public 
goods and services. Specifically, when we refer to the maximization of 
the interests of bureaucrats or politicians, we are discussing the supply 
of government services; when we speak of the preferences of citizens, 
groups of citizens or the median voter, we are identifying the demand for 
government services. 

The ‘‘demand”’ dimension has recently attracted greater attention on 
the part of researchers. In particular it should be noted that the literature 
emphasizes discussions, at a theoretical level, of citizens’ desire to see 
government intervene in the distribution of income:® this explains, at an 
empirical level, the rapid growth over the past years of the transfer 
component of government expenditures.’ For Meltzer and Richard 
(1981, 1983), when median income increases along with the ratio of 
average income to median income, the effect on income and the distribu- 
tion of income leads the median voter to increase his demands for 
transfers. In Peltzman’s view (1980), the argument is defined in terms of 
intragroup income equality between low-income voters and middle- 
income voters: the greater the degree of income equality between the 
potential recipients of transfer payments, the easier it is for them to form 
a coalition strong enough to ensure that their demands are met. 

By taking into account various factors in the labour market, Dudley 
and Montmarquette (1984) showed how the median voters, under certain 
conditions, are led to demand public expenditures that will provide them 
with jobs or transfer resources if they are unemployed. Dudley (1983) 
demonstrated the same result under uncertain conditions. Finally, 
Becker (1983) widened the theoretical debate to include pressure groups 
that have their sights set on political redistribution of income. 


The Concept of the Political Market 


The foregoing discussion shows clearly that several models or 
approaches are capable of explaining the relative size and growth of 
government in market economies. In fact, many of these models have 
been empirically verified and have generally presented statistics com- 
patible with the basic data of the problem. This shows us that the 
elements of supply and demand of a public sector must be considered 
simultaneously in any explanation of the role and size of the public 
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sector in a market economy. It is therefore interesting to focus on the 
models that allow an interaction between the supply and demand of 
public services, in order to arrive at the concept of a political market 
analogous to the economic market.® 

Three models in particular have captured our interest. They appear to 
provide an especially useful complement to an overall explanation con- 
cerning the existence and functioning of the public sector in a market 
economy. The first model, which was not specifically mentioned in the 
preceding section, is the one developed by Buchanan and Tullock (1962). 
It is often presented in the literature as the junction between the nor- 
mative models of general equilibrium with the Pareto optimum, which 
require the rule of unanimity, and the so-called positivist models of 
public choice, which are defined according to the rule of the majority 
rather than unanimity in the decision making relating to public services. 

Their analysis presumes that individuals are motivated by the desire to 
maximize their preferences, and that they are willing to negotiate the 
costs and benefits of collective action when they see the possibility of 
mutual gain. Buchanan’s and Tullock’s important contribution was to 
insist on the concept of rationality of individual preferences in political 
choices,? and to show that, in the absence of the rule of unanimity, we 
come across the process of vote trading (so-called log rolling) and the 
concepts of political entrepreneurs and vote brokers — the key ele- 
ments of a political market. In other words, in the political market there 
is trading between the agents concerned, as well as option costs, equi- 
librium prices, and middlemen to promote trading and make the market 
work. 

Another model that brings together the elements of supply and 
demand of public services is that of the median voter. Following the work 
pioneered by Hotelling (1929), Bowen (1943) and Black (1958), it was 
shown that under certain conditions, including symmetrical voter prefer- 
ences on a single electoral issue, the median voter becomes the target 
voter of politicians seeking election so that, ex post, we are in a position 
to observe the ex ante preferences of this voter. This model is important 
because it allows for a discussion of pure public goods. It avoids the 
problem of “free riders” in the revelation of preferences for public 
goods, and avoids having to resort to a collective utility function which 
conflicts, in a democracy, with the famous Arrow theorem (1951). !° 

Finally, another study integrating supply and demand deals with 
pressure groups, and was brought to the fore by Becker (1983). He 
presents a theory on the political redistribution of incomes and other 
government policies resulting from the competition among pressure 
groups seeking political favours. Assuming a Cournot-Nash strategy, 
where added pressure from one group does not affect the political 
expenses of other pressure groups, a political equilibrium is defined that 
depends, among other factors, on the efficiency of each group in apply- 
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ing political pressure and on the marginal influence of the added pressure 
on this market. According to Becker (p. 396), politicians and 
bureaucrats attempt to carry out the political allocations that result from 
the competition among pressure groups; they canalso possess important 
political power, particularly when pressure groups are not ina position to 
repudiate them. This model complements the median voter model inso- 
far as impure or mixed public goods are concerned. 


The Functioning of the Canadian Political Market 


There is no doubt that the theories of Wagner, Niskanen, Downs, Pea- 
cock, Wiseman and others are pertinent to the explanation of the growth 
of governments in Canada, as shown by the empirical studies on the 
subject using Canadian data.!! 

We believe, however, that to gain an understanding of the political 
situation in Canada as a whole, and Quebec in particular, a most interest- 
ing explanation would be one based on the pressure group model 
(Becker), the median-voter model (Borcherding and Deacon; Bergstrom 
and Goodman), and the consensus-calculation model (Buchanan and 
Tullock). 


The Pressure Group Model 


The idea of pressure groups is obviously not recent in economic liter- 
ature. Mancur Olson (1965) showed how small producer groups that are 
able to organize without excessive costs can profit considerably from 
government intervention. Pressure is exerted by particular groups for 
the benefit of these groups. 

Becker (1983) recently complemented this approach by presenting a 
theory on the competition existing among pressure groups that want to 
acquire political influence. Emphasizing the idea of group competition to 
obtain government favours, the author points out once again that gov- 
ernment is often concerned with private interests rather than collective 
interests. Another interesting aspect of Becker’s theory is that it seeks to 
determine the conditions of efficiency of such interventionist groups. 
Some of these conditions appear to be closely linked to the efficiency of 
pressure groups on the economic market; this economic efficiency 
allows them to increase their expenses in order to exert political pres- 
sure. 

This last point tells us something about the interaction between the 
economic market and the political market in an economy. It allows us to 
qualify the popular view of certain anglophones in Quebec and else- 
where who see francophones seeking political means to compensate for 
their lack of financial and intellectual participation in the economic 
markets. In short, there is interplay here between the political market 
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and the economic market. Thus, when Quebec changed from a rural to 
an urban industrial economy, the government facilitated the transition 
for the majority of the population by encouraging the development of the 
education system. From then on, group interests were created, spurred 
by the acquisition of human and physical capital which eventually made 
francophone political pressure effective. 

It should be pointed out that two recent studies, which are not related 
to the Quebec context, support the idea that the efficiency of pressure 
groups in the political market is closely linked to their efficiency in the 
economic market. In a study dealing with several countries, Sowell 
(1983) argues that influential minority groups in the political market have 
first developed the necessary skill and attitudes to operate efficiently in 
the economic market. Tullock (1983) defends essentially the same view 
in his study on the economics of redistribution: those who are most well 
informed and well organized profit more from government redistribution 
policies than those who are not. 

It is clear that efficient pressure groups subsequently orient political 
decisions toward their own specific interests, which often conflict with 
the interests of others. 

In Quebec, the quiet revolution (the periods of acquisition of human 
capital and participation of Québécois entrepreneurs in the economic 
markets) preceded the era — so disparaged by certain pressure 
groups — of Bill 101: that is, the unequivocal establishment of rules of 
the language game and an infrastructure promoting the specific capital of 
Quebec francophones. 

This attitude of exploiting the political market to defend one’s interests 
is universally rational. Political decisions are won by the pressure groups 
that are the most efficient in market competition. This kind of political 
market exploitation explains both the recent political behaviour of 
Quebec francophones, and the political behaviour of the anglophone 
merchants in Montreal who, in order to promote their private interests, 
founded the Annexation Association which, irony of ironies, associated 
them with the francophone rebels of 1837!!? 


The Median-Voter Model 


The pressure group theory involves private interests. For example, some 
groups are particularly affected by legislation and taxation and invest 
private resources in an attempt to reduce their tax burden, often 
regardless of what their taxes produce. Economists who do not accept 
the idea of a social utility function, and who associate pressure groups 
with private interests, must look elsewhere to explain the demand for 
“public goods” according to Samuelson’s definition. On this question, 
the theory of the median voter is very accommodating. In fact, under 
certain conditions, such as symmetrical voter preferences on a single 
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electoral issue, the median-voter model shows that the preferences of 
this voter determine public choices. 

As Borcherding and Deacon expressed very well (1972, p. 892), it 
follows that we are able to observe ex post the ex ante preferences of the 
median voter, which frees us from the problem involved in observing the 
preferences of a free rider, as noted in the preceding section. 

While this model enables the economist to situate the problem of 
“public goods” in the familiar context of the maximization of an individ- 
ual utility function under conditions of budgetary constraint, it also 
allows the role of political entrepreneur to be introduced into the politi- 
cal market. 

Thus, it is in the interest of politicians to identify the median voters 
and to take into consideration not only their preferences for “pure” 
public goods, but also their preferences for other public goods. Clearly, 
the median-voter model is simplistic in the context of a far more complex 
political reality, but if we nevertheless accept that this model can serve as 
a valid representation of reality, we can establish a certain profile of the 
median voter for Canada as well as for Quebec. At the national level, 
given the Quebec electorate’s monolithic tendency toward the Liberals 
and the West’s same tendency toward the Conservatives, the median 
voter, at the federal level, would likely be located in the industrial 
southwest of Ontario. In Quebec, if we consider the majority of Parti 
Québécois supporters, they are francophone, between 25 and 34 years 
old, with over 12 years of education. In all likelihood, a person fitting this 
description is also the median voter at the provincial government level. 
In such a context, the political situation in Quebec can be explained. 

Quebec francophones could profit from the production of “pure public 
goods” at the Canadian level because, according to the term’s definition, 
(a good which can be consumed by more than one person at a time), the 
size of the Canadian population diminishes the production cost of pure 
public goods compared to the production cost of the same goods in 
Quebec.!3 However, the choice of pure public goods produced at the 
federal level to respond to the preferences of the federal median voter 
does not necessarily correspond to the choice of the Quebec median 
voter. Furthermore, insofar as the number of “pure” public goods is 
relatively restricted (Dudley and Montmarquette, 1984; Montmarquette, 
1978), and the demand for these public goods can vary according to 
culture (language), a specific francophone demand therefore exists for 
the production of public goods and services compatible with their inter- 
ests and with francophone human capital in particular.'4 There is thus a 
demand for goods, services and regulations that favour the Quebec 
median voter, which results in a supply offered by politicians who 
respond to this demand. 

It should be pointed out that this interaction between supply and 
demand in the political market could very well create the dynamics that 
would justify Cairns’ opinion (1977) that Canadian regionalism exists not 
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only because of regional preferences, but also because of regional politi- 
cal institutions. But regardless of where the cause lies, the whole thing is 
a result of rational behaviour, on both sides, of the various agents in 
question. 

It is rational behaviour for francophones to support demands that 
Ottawa make a maximum effort and change the rules of the game in their 
favour. It is also rational that a group of individuals get elected by 
demanding that Ottawa accept their claims. The same rationale led 
Ontarians, behind their median voter, to be separatist, demanding, for 
example, the establishment of tariffs to protect and develop Ontario 
industry!°; it has also led Albertans to safeguard their oil revenues in a 
Heritage Fund. Finally, it is the same rationale that encourages political 
parties to modify their electoral platforms if they believe they can 
thereby win or maintain power. 


The Consensus Calculation Model 


In the third model, or perhaps more appropriately, in the third universal 
dimension of political markets and therefore the Canadian political 
market, it is necessary to specify what kind of consensus Canadians can 
achieve and how such a consensus can be obtained in the absence of 
unanimity, which is impracticable. 

If we avoid the rhetorical themes about the development of a great 
nation, the idea of creating a consensus or accepting certain rules of the 
game, as Buchanan and Tullock (1962) explained, lies in the fact that 
individuals will find it advantageous to accept certain rules in advance 
(which occasionally will be their disadvantage) when the expected bene- 
fits are greater than the costs. 

The content of the present Canadian consensus, if simplified as much 
as possible, concerns the use of acommon currency and the definition of 
borders beyond which the free movement of goods and people is no 
longer assured. 

In practice, according to Hayes (1982) and Gherson (1983), the free 
movement of goods is hindered between the provinces, who erect barri- 
ers, grant subsidies to businesses, and practice “buy local” policies to 
reduce high unemployment in their economies or to promote their own 
economic growth. Furthermore, according to Carter (1983) and Cou- 
rchene (1978), the policies of the Canadian central government can 
themselves hinder free trade in the country by tolerating, and even 
encouraging, the maintenance of provincial barriers, such as provincial 
marketing offices for agricultural products and provincial preferential 
buying policies.!© As Migué maintained (1983), these policies especially 
hinder free trade by altering regional prices, that is by offering too much 
or too little of a good or service, according to the preferences of residents 
of the regions. 

It is necessary to acknowledge that certain barriers exist to hinder the 
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‘free movement of people as well. For example, it is difficult for an 
essentially unilingual francophone Québécois to emigrate to another 
area of Canada. It is also recognized that it has become more difficult for 
unilingual anglophones to move to Quebec since the adoption of certain 
language laws in that province. Federal intervention in these areas is still 
relatively timid and may be termed a qualified success, if we are to rely 
on the annual reports of the federal Commissioner of Official Languages 
and, more recently, the disputes over recognition of Franco-Manitoban 
language rights. 

Furthermore, Winer and Gauthier (1982) showed how the federal 
equalization policy delayed migration to the West, and how unemploy- 
ment insurance delayed emigration from the Atlantic provinces — two 
population movements made necessary by economic conditions that a 
“free” movement of people would have allowed to happen. This is a 
situation of conflicting objectives, underlining the fact that when choices 
are restricted something must always be given up so that something else 
can be gained. 

In other words, certain federal policies of stabilization, redistribution 
and production of public goods can conflict with each other. Added to the 
difficulty of reaching a consensus is the fact that, as Carter explained 
(1983, pp. 613, 614), “Economic models of government action do not 
allow the elimination of uncertainty regarding the optimal political struc- 
ture in a confederation such as Canada.” Specifically, according to this 
author, the centralization costs involved in achieving economies of scale 
in the production of pure public goods, the costs of coordinating sta- 
bilization and redistribution policies, and the costs of transactions 
related to revealing and meeting the demand for public goods can exceed 
the benefits of centralization. Furthermore, Carter (p. 601) stresses quite 
correctly that, when calculations seem to indicate a certain degree of 
centralization is necessary, as is often the case for currency, it is not clear 
that the optimal solution is defined according to national borders. 

Therefore, given the difficulties involved in defining and achieving 
even a minimum consensus needed to guide the different political mar- 
kets, how can we hope to reach a consensus on all government expen- 
ditures, which constitute approximately 50 percent of the economy’s 
expenditures, not counting government decisions which do not result in 
actual money expenditures? Faced with this multitude of collective 
decisions, is it possible for a controlled political market to exist where 
log rolling, in the absence of the rule of unanimity in decision making, 
leads to an optimal situation? For society, the costs of transactions are 
enormous, and it is difficult to evaluate the efficiency of the political 
market. For many, if not all individuals, it is in their interest to be a part 
of this market and hold a position of strength. Given the complexity of 
the market, there is room for efficient entrepreneurs and brokers, so 
much so that suppliers of public services can profit from it. This leads to 
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the rational explanation for the emergence of a political group that gains 
the support of the Quebec median voters by promising to obtain the 
maximum for them. Also, because the uncertainty of this market is quite 
considerable, anyone can claim and propose almost anything in the 
short term. Depending on the situation, the federal government is detri- 
mental to Quebec, or vice versa; unemployment will be beaten now; 
inflation will be curbed, and so on. In fact, all the governments in Canada 
attempt to occupy more and more space in the political market, and their 
strategy often consists of acquiring negotiating tools to discuss the 
Canadian consensus subsequently. Quebec’s demands for international 
recognition provide a good example of this strategy. It is said that 
Quebec’s objective is only to obtain recognition in order to gain interna- 
tional acceptance of its political positions.!” But the real objective might 
just as well be to annoy the federal government in order to induce it to 
acquiesce on another issue. The federal government responds by leaping 
into the age-old battle for francophone rights . . . and the war is on. 

In the final analysis, who can determine the advantages of these 
situations? Who profits from them? In economic markets, prices and 
wages, profits and losses control the markets. But how can political 
markets be brought under control? 

In our view, this is the challenge of obtaining a Canadian political 
consensus, and it will not be reached through such formal ceremonies as 
those surrounding the repatriation of the constitution! 


Conclusion 


Rapid economic growth, the development of an imposing bureaucracy, 
and a variety of other circumstances has led to the development of a 
strong government presence at all levels of society in Canada. This 
presence involves not only government expenditures but also the multi- 
pie decisions, regulations and interventions that affect almost all facets 
of Canadian life. Out of the government machinery has emerged a 
political market that has brought together supply and demand in the 
public sector. In turn, the dynamics of the political market with its 
median voter, pressure groups and search-for-a-majority consensus have 
created a political situation that no longer seems acceptable to a large 
number of Canadians. 

In light of this situation, two choices are possible. One is to allow 
economic conditions to modify the political markets: that is, economic 
decline, by theoretically reducing the size of government, will diminish 
the importance of the political market and the problems related to it 
(here we have images of the British nightmare). The other is to find the 
means to reach a political consensus, and to control the political market 
before the implacable logic of economics does it for us. 

Contrary to the idea that it is important first of all to define the 
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‘elements of a Canadian political consensus (in fact, it would be possible 
to limit the definition to the free movement of goods, people and cur- 
rency), we believe that the definition of the elements of such a consensus 
will be valid only once the political market has been brought under 
control. 

Before putting forward various proposals on this question, let us recall 
a number of points related to the political market which follow directly 
from our discussion on the previous pages. First, it is essential to realize 
that the concept of “pure” public goods, according to Samuelson’s 
definition, is more theoretical than empirical. A number of years ago, 
using a definition of a pure public good taken from Musgrave and 
Musgrave (1973), which allows for the possibility of non-unique con- 
sumption and where excludability does not apply, I estimated that only 
15 percent of total government expenditures made in Canada in 1973 
could be considered ‘“‘pure”’ public goods (Montmarquette, 1978). More 
recent studies have confirmed this result (Montmarquette, 1983; Dudley 
and Montmarquette, 1984). In short, governments above all produce 
private goods which are publicly financed.'® 

Second, in political markets, just as in labour, financial and other 
economic markets, the rationale of individual or group private interests 
takes precedence over other explanations of the behaviour of individuals. 

Finally, in the absence of the rule of unanimity in decision making, the 
political market is neither more efficient nor more equitable than eco- 
nomic markets. It has ultimately been the choice of society to decide 
resource allocation and distribution according to the strength of influen- 
tial political groups (or the median voter), rather than making them 
functions of the potential productivity of individuals. Economic markets 
can be reproached for excluding nonproductive individuals and for being 
incapable of producing pure public goods (which are few in number in 
any case). On the other hand, given the presence of a political market, 
company managers must choose, for example, between spending their 
time improving the goods produced by their companies, or increasing 
political contacts to improve their company’s competitive position, 
regardless of the quality of the product.!? The consequences of these 
choices for economic development are different, and it is for this reason 
that we believe there is no real choice in the long term. The same 
conditions which existed during the establishment of government and 
the political market will play against the market because of the inevitable 
economic stagnation that results when resources are dissociated from 
the productive efforts of economic agents. In short, to a certain extent 
we broaden the relationship that Olson recently established (1982) 
between pressure groups and the economic decline of countries to 
include the entire political market. 

In the medium term, there are possibly other solutions, and, following 
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the example of authors such as Friedman and Friedman (1980), and 
Brennan and Buchanan (1980) who are calling for constitutional amend- 
ments to limit governments’ powers to tax, spend and regulate, I believe 
that every means should be considered to bring the political markets 
under control. 

In other words, discretionary government powers must be limited and 
politicians must be obliged to be visibly responsible for their decisions. 
For example, automatic tax increases must be avoided, whether caused 
by inflation or increases in productivity. If the government commits itself 
to certain expenditures, it must be forced to identify accurately the 
recipients of these benefits and determine who will have to finance them. 
This last remark applies equally to government decisions that do not 
involve money expenditures. Since it will take time for governments to 
develop the necessary expertise and credibility, strict rules limiting 
government expenditures will have to be defined in the meantime. 

It is also necessary to promote competition, through the private 
sector, in the production of mixed, and even pure, public goods offered 
by governments. A study carried out by Spann (1977) showed that U.S. 
public production proved more costly than private production in fire 
fighting and garbage pickup. Competition between governments is often 
recommended either to limit the central government’s taxation powers 
and guarantee civil liberties (West and Winer, 1980), or to ensure effi- 
ciency in the production of public goods and services (Epple and 
Zelenitz, 1981; Dilorenzo, 1983). This approach is doubtful, however, 
since the survival of a non-local government is obviously not linked to 
the profits it makes or the losses it suffers. In other words, the concept of 
vertical competition (as opposed to horizontal competition between 
local governments) would appear not to be applicable in situations where 
the market is not under control, and where it is difficult to vote with one’s 
feet.2° As to guaranteeing civil liberties through competition, this is just 
as much an argument in favour of limiting the size of government as the 
converse. What I am proposing has greater similarities to a regulated 
monopoly situation in which the sole criterion of minimizing administra- 
tive and organizational costs in the manner of Breton and Scott (1978) 
determines the relative size of the different levels of government; | 
recommend that the absolute size of governments be limited to the 
production of pure public goods. 

Canada has been trying for twenty years to resolve the problem of 
Canadian unity through political markets. I believe that these markets 
are the cause and not the solution to the problem, and that they seriously 
threaten the only consensus acceptable to all Canadians, which is eco- 
nomic prosperity. It is about time to realize that an unrestrained political 
market hinders efficient resource allocation and that, in the absence of 
rules of unanimity in decision making, a certain inequity persists in the 
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é. | | 
distribution of these resources. The* economic market presents diffi- 
culties as well but, in the medium and long term, it will mean economic 
survival. 


Notes 


This study is a translation of the original French-language text which was completed in 
December 1984. 


I wish to thank Marie-Claude Coté and Marie-Christine Thirian for their assistance in 


this work. I am also grateful to Professors Bernard Bonin, Ken Norrie and Fran- 
gois Vaillancourt for their comments on an earlier version of this text. Several remarks by 
anonymous referees were appreciated as well. 


I. 


The following few paragraphs on this question are largely based on the article by 
Bénard (1983) on the economic analysis of public expenditures. 


2. See Nutter (1978). 


jisy, 


. The median-voter model is described further on. 
. Inthe long term, sucha situation only occurs in the event of a permanent fiscal illusion. 


On this question, see Carter (1982). 


. See also Breton (1974), Buchanan and Tulloch (1977) and Fiorina and Noll. (1978). 
. It is interesting to note that this approach is not as recent as is generally believed. In 


1835, Alexis de Tocqueville had already noted the demands of non landowners asking 
for transfers of resources. 


. For a statistical discussion of the relative importance of governmental transfers, see 


Beck (1982). 


. It is important to point out the study by Breton (1974) on supply and demand of 


policies. His study, which we do not discuss in this text, formalizes several elements of 
interactions between the demand by citizens and the supply by politicians and 
bureaucrats that we wish to explore to better understand the Canadian situation. 
Finally, Gordon (1977) also refers to this idea of supply and demand of governments, 
but he emphasizes in particular the demand side and a normative approach to the role 
of government. 


. It should noted that this approach differs from the approach generally taken in political 


science where the individual representative is primarily concerned with the public 
interest or the common good rather than with his or her own private interest. 


. Some might judge the restrictions of the median-voter model as severe as the hypoth- 


eses which according to Sen (1970) allow the escape from Arrow’s impossibility 
theorem. 

See, for example, Auld (1976), Bird (1970, 1971), Gunderson (1979), Montmarquette 
(1978). 


. See Carter (1983, p. 609). 
. This question is extensively discussed in Dudley and Montmarquette (1979). 
. The existence of regional preferences is not limited to Quebec. Thus, Simeon and 


Blake (1980), after analyzing certain gallup polls, concluded (p. 81) that each provincial 
population wants to realize different things. See also Rawlyk and and Perlin (1979) on 
Atlantic regionalism. 


This caused Robert Nixon (cited in Dumas (1983)), the former Liberal leader of 
Ontario, to say that the reason for Ontario’s strength is the fact that it had the first 
separatist government in Quebec. 

For other examples, see Ontario Economic Council’s (1978) study; Courchene (1980, 
p. 573) also notes the presence of barriers to free movement of capital with heritage 
funds of the provinces and fiscal mechanisms to retain this capital. 


. Bertin (1981, chap. 9) discusses in this regard political gains associated with the search 


for positions outside the nation-state. 


. The expression is by Aranson and Ordeshook (1981). 
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19. See Migué (1980) for examples of protection and privileges granted by the public 
administration. 


20. Bélanger (1984) discusses this question and the overall problem of the “competition of 
federalism.” 
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Government, Special Interest Groups and 
Economic Growth 


6 


ANDRE BLAIS 
JOHN MCCALLUM 


Introduction 


Should Canada follow the lead of Britain and the United States in 
seeking to reduce the role of the public sector or “down size” govern- 
ment, in current parlance? Or are the challenges of the 1980s likely to be 
such as to require an increased role for government? Or would it be 
better to expand the role of government in some areas and reduce it in 
others? Certainly these are among the more hotly debated questions of 
the day, and our hope in this study is to examine some of the evidence 
that may have a bearing on these issues. 

Specifically, by studying the experience of a relatively large number of 
industrial countries, we hope to be able to answer a number of questions 
regarding the links between government activities and economic growth. 
After taking account of other factors affecting growth rates, is it possible 
to conclude that large governments (or growing governments) have had 
favourable or unfavourable effects on growth? If so, can we go further 
and determine what aspects of government activities (e.g., transfer 
payments, deficits, or taxation) have played an important role? And, 
finally, can we identify the channels through which these effects have 
occurred—for example, through negative effects on incentives to work, 
save or invest, or through positive effects arising from public investment 
or from the government’s ability to foster confidence in the stability of 
the economic system? Certainly we will not be able to provide a compre- 
hensive set of answers to all of these questions. Nevertheless, the results 
do point quite clearly to certain conclusions that may have a bearing on 
the ongoing debate over the desirable place of government in the 1980s. 

While the role of government in the process of economic growth is the 
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major focus of this study, considerable attention is also paid to the role of 
special interest groups as emphasized in Mancur Olson’s influential 
book The Rise and Decline of Nations. Indeed, it will be seen that the two 
topics are closely related, since special interest groups are likely to 
influence economic growth mainly by exerting an impact on the eco- 
nomic policies of governments. 

It may be useful to note some of the more important strengths and 
limitations of this study at the outset. Certainly economic growth Is a 
complex and imperfectly understood phenomenon, and this study can- 
not possibly identify al/ the factors that may influence economic growth 
nor can it analyze all the potential effects of government on the growth 
process. Modern government, it may be argued, is no less complex, with 
a multiplicity of programs and activities that may influence the economy 
in many different ways. Rather, as in economics itself, the object of the 
exercise is to identify a relatively small numer of key factors out of an 
almost limitless range of possibilities. A more specific limitation of the 
study is the exclusion of some aspects of government behaviour that 
may indeed be crucial to the growth process because of measurement 
problems and data limitations. For these reasons we largely ignore such 
hard-to-measure but potentially important activities as government reg- 
ulation, and focus instead on measurable indicators relating to the scale 
of government activities in various areas. (The impact of regulation is, 
however, addressed indirectly via the role of special interest groups.) 
Furthermore, if only because of data limitations, we are obliged to test 
the impact of fairly broad categories of government activity (e.g., social 
expenditures) rather than more specific activities or programs (e.g., 
family allowances). This last point means that while the study may have 
broad implications for the general thrust of government policy in the 
future, it is certainly not a substitute for detailed studies of specific 
government programs or policies. 

On a more positive note, we feel that our research does represent a 
significant improvement over previous work of this kind. In particular, it 
goes well beyond the simple correlations between the size of government 
and rates of economic growth that are to be found in the literature,! both 
in taking account of other factors affecting economic growth and in 
testing the impact of a number of different dimensions of government 
activity. Hence the study differs from much of the research prepared for 
the Royal Commission in that it is primarily an attempt to increase our 
knowledge of the linkages connecting economic growth, size of govern- 
ment, and special interest groups, rather than a survey of the existing 
literature in this area. 

The first section of the study provides an overview of the main facts 
relating to economic growth and the size of government. The first part of 
this overview provides historical perspective on Canada’s performance, 
and the second part surveys international experience. The next step is to 
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develop an analytical framework for studying why growth rates differ 
across countries. This is the task of the second section, which considers 
the key factors affecting economic growth. Two of these factors, the 
roles of government and special interest groups, are discussed at some 
length. The upshot of the discussion is a set of hypotheses which are 
subjected to empirical tests in the third and fourth sections. The tests are 
based on a Statistical or econometric analysis of the growth experiences 
of 16 industrial countries over three subperiods between the years 1960 
and 1979. Our tests, therefore, are based on a sample containing 48 
observed growth rates, and the basic question we ask may be set out as 
follows: after taking account of other factors affecting economic growth, 
has there been a statistically significant relation between economic 
growth and first, one or more dimensions of government activity and, 
second, one or more variables measuring the importance of special 
interest groups. The third section presents a discussion of the nature of 
these tests and the variables that we use to represent the roles of 
government and special interest groups, while the fourth presents the 
results of the tests. The fifth and final section offers an interpretation of 
our findings and a discussion of policy implications. 

Finally, in an effort to improve the flow of the main body of the text, we 
have relegated much material to a series of appendices. These appen- 
dices are listed in the table of contents, and their relationship to the text 
will be indicated in the course of the analysis. 


Overview of the Facts 


While most of this study is concerned with a comparative analysis of 
postwar economic growth, it may be useful to begin with a brief review of 
Canada’s experience in a longer term historical perspective. It is some- 
times observed that the unprecedented growth and economic stability of 
the postwar period coincided with the growth in the size and role of 
government. This has led some analysts to suggest that this may not have 
been a pure coincidence of timing but that postwar government policies 
may have been responsible.2 While it is clear that many other factors 
have been at work, it might nevertheless be interesting to determine 
whether in fact the postwar period has been one of unprecedented 
growth and stability. That is the focus of the first part of this overview, 
and the second part provides a review of the basic facts of economic 
growth and size of government in an international context during this 
period. 


Postwar Growth in Historical Perspective 


Annual growth rates of manufacturing output over the past 123 years for 
the United States (1860-1983) and over the past 64 years for Canada 
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FIGURE 6-1 Annual Growth Rate of Manufacturing Output, 
Canada and the United States 
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Note: Dashed lines indicate + 1.5 standard deviations from the mean of each period. 


“ Actual growth rate minus growth rate predicted by U.S. growth. 


(1919-83) are plotted in Figure 6-1. These were the longest time series 
based on annual data that we were able to find. The dotted lines in the 
charts divide the chart into the following periods: the pre-World War I 
period 1860-1913 (available for the United States only); the inter-war 
period 1920-39; the World War II period 1940—46; the pre-OPEC “golden 
age” covering the years 1947-74; and the most recent period 1975-83. 
The degree of stability or volatility of economic growth in each of these 
periods can be readily seen. 

What is one to conclude from these graphs? Certainly on the basis of 
the Canadian experience since 1920, it can be concluded that the years 
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since World War II have been remarkably stable in relation to the 
preceding quarter century. Economic growth has become more volatile 
and considerably lower since 1974, but the increase in volatility is rather 
small in comparison with the experience of the interwar period. In a 
sense, however, this does not tell us a great deal, as we do not know 
whether it was the postwar that was remarkable for its instability. The 
U.S. experience between 1860 and 1913 suggests that both conjectures 
are true, as economic growth during this earliest period was much more 
stable than during the interwar period but considerably more volatile 
than over the postwar period 1947-83. (The standard deviations for the 
United States for the periods 1861-1913, 1920-39, and 1947-83 were 
respectively 9.4, 16.7 and 6.3.) It would seem, then, that the postwar 
experience has been unprecedented in terms of economic stability, at 
least on the basis of the growth rate of manufacturing output since 1860. 

It is also interesting to note a number of points of comparison between 
Canadian and U.S. growth rates (discussed in more detail in Appendix 
A). First, Canada’s growth rate has generally been somewhat higher than 
that of the United States, the only exception being the most recent 
period, 1975-83. Second, as measured by its standard deviation, 
Canada’s growth was 30 percent less volatile than that of the United 
States in the interwar period and 40 percent less volatile over the period 
1947-74. The degree of volatility was approximately equal in the two 
countries for the periods 1940—46 and 1975-83. Third, there has been a 
remarkably strong and stable relationship between growth rates in the 
two countries — about 75 percent of the variations in Canada’s growth 
rate can be explained by the U.S. experience. The part of Canadian 
growth that cannot be explained by U.S. growth (the residual) is plotted 
at the bottom of Figure 6-1. While the relatively small amplitude of this 
residual is perhaps indicative of Canada’s high degree of dependence on 
the U.S. economy, it is clear that by no means all of Canada’s growth 
experience can be explained by events south of the border. In particular, 
1982 stands out as a year in which a 2 percent output decline could have 
been expected on the basis of U.S. conditions, whereas in fact manufac- 
turing production fell by 12 percent. 

These similarities and differences between Canadian and U.S. eco- 
nomic growth certainly warrant much more study. In the present con- 
text, however, the key point to record from this brief survey is that the 
past three to four decades stand out as years of very exceptional if not 
unprecedented economic stability. This is a point to which we return 
later in the paper. 


International Experience 


The primary focus of this study is on the decades of the 1960s and 1970s, 
and the basic facts of economic growth over this period are set out in 
Table 6-1. Where possible, data are provided for 18 industrial countries. 
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As the table indicates, aggregate growth was exceptionally high in Japan, 
well above average in Canada and France, and well below average in 
Switzerland and the United Kingdom. On the other hand, productivity 
growth was impressive in Austria, France, Italy, and Japan but poor in 
the United States and Canada. Canada, then, combines an extremely 
high growth rate of total employment with a very low growth rate of 
productivity. 

Changes in employment data are broken down into three sources: 
changes in the population of working age, changes in the proportion of 
the population that wishes to work (the participation rate), and changes 
in the proportion of the work-seeking population that manages to find a 
job (the “employment rate,” defined as 100 minus the percentage unem- 
ployment rate). The sum of the three is approximately equal to the 
growth rate of total employment. As the table indicates, the sources of 
Canada’s exceptional employment growth included not only the highest 
growth rate of working-age population of any country, but also 
exceptionally rapid growth of the participation rate over the two 
decades. It is interesting to observe that, as a whole, changes in the 
employment rate (or unemployment rate) played an almost negligible 
role in influencing differences across countries in the growth rate of total 
employment. 

Information on the size of government and changes in the size of 
government in the same 18 countries is provided in Table 6-2. Figures on 
total outlays of all levels of government, expressed as a percentage of 
gross national product, are given for 1960 and 1979 and for the change 
between these two years. In addition, the table provides the same 
information on the two largest subcomponents of government expen- 
diture: current expenditures on goods and services (or “consumption 
expenditures’) and transfer payments to persons (or “social security 
payments’’). The difference between total outlays and the sum of these 
two components consists mainly of government capital expenditures, 
interest on the public debt, and government subsidies. 

It can be seen that, for the average country, total outlays increased by 
16.4 percentage points, from 28.3 percent of GNP in 1960 to 44.7 percent 
in 1979 On average, this increase was divided quite evenly between 
increases in consumption expenditures (6.2 percentage points) and 
increases in social security payments (6.6 percentage points), with all 
other categories of expenditure increasing by an average of 3.6 percen- 
tage points. Countries with outstandingly large increases in total outlays 
were Denmark, Sweden, and the Netherlands, all of which recorded 
increases of 24 percentage points or more. At the other end of the scale 
were the United States, France, the United Kingdom, Australia and 
Canada, with increases of 11 percentage points or less. There has, 
therefore, been considerable diversity across countries with respect to 
both increases and levels of government outlays. In terms of the level of 
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expenditure, it can be seen that Canada was very close to the average in 
1960, but because of this country’s below-average increase in the size of 
government between 1960 and 1979, our position in 1979 was some 5 
percentage points below the all-country average (but 6.9 percentage 
points above the level recorded for the United States). 


Why Growth Rates Differ: Analytical Framework 


In discussing the reasons why growth rates have differed across coun- 
tries, itis useful to begin with a standard growth accounting framework. 
The essence of this approach is to begin by adding up all the measurable 
contributors to economic growth, such as the growth of hours worked, 
improved education, and capital accumulation. The difference between 
actual growth and the sum of all the measurable contributors to growth is 
a residual often labelled ’technical progress.” In the simplest case 
where labour and capital are the only inputs to production, the result of 
such an exercise can be written in the form: 


G = TP + oK + BL (1) 


where G is the growth rate of total output, 7P is the rate of technical 
progress, and K and L are respectively the growth rates of capital and 
labour. Under constant returns to scale, the coefficients a and B sum to 
one. Hence, the overall growth rate G depends on the growth rates of 
factor inputs (K and L) and changes in technology or economic effi- 
ciency (7P). As already mentioned, this latter term is calculated as a 
residual. 

Now, the problem with this approach is that it tells us nothing about 
the causes of changes in the contributing factors. It represents at best a 
point of departure in understanding economic growth, because a true 
understanding requires explanations of why rates of technical progress, 
capital accumulation, and employment growth have differed across 
countries and over time. Our approach is to begin with the growth 
accounting framework and then to formulate and test hypotheses regard- 
ing the determinants of rates of technical progress, capital accumula- 
tion, and employment growth. In particular, we test the hypothesis that 
three factors have played important roles in influencing rates of technical 
progress and capital accumulation. These three factors are: a measure of 
the technological gap between the country in question and the United 
States (GAP): a measure or measures of government activities or size 
(GOVT); and a measure or measures of the importance of special interest 
groups (S/G). 

The rationale behind each of these will be discussed in some detail 
shortly, but for the moment we focus attention on the general framework 
for the analysis. Given that the three factors just mentioned are determi- 
nants of technical progress and capital accumulation, we may rewrite 
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equation (1) with the factors replacing the terms for technical progress 
(TP) and capital accumulation (K). In linear form, the result may be 
written: 


G = a, +.a,GAP + a,GOVT + a,SIG + aL (2) 


This equation says that economic growth depends on the technological 
gap, the government, special interest groups, and the growth rate of 
employment. 

Three limitations of this formulation should be noted. First, it can be 
seen that we are treating technical progress and capital accumulation as 
a single composite variable. We are not, for example, attempting to 
identify the role of government in influencing each of these items sepa- 
rately. While in principle it may be desirable to distinguish between the 
determinants of technical progress and of capital accumulation, it was 
not possible because data on the capital stock were available for only a 
limited number of countries and time periods. To the extent that new 
techniques are embodied in new capital equipment, it could be argued 
that this composite approach is appropriate on theoretical grounds. 

A second and possibly more important limitation is that the rate of 
growth of employment (ZL) is here treated as an independent or 
exogenous variable. For at least two reasons it would be desirable to 
include an explanation of employment growth in our analysis and tests. 
First, government activities, which are the central concern of the paper, 
may influence labour supply decisions and hence employment and 
growth. Second, much of the growth literature, and especially the work 
of Nicholas Kaldor and his followers, holds strongly to the view that 
employment growth has not generally been exogenous or supply-con- 
strained but has in fact responded to the growth process itself. Potential 
supply constraints, it is argued, can be and have been countered by some 
combination of immigration, induced changes in participation rates, and 
shifts from agriculture to other sectors of the economy. In the light of 
these points, our procedure early on was to develop equations for 
employment growth as well as output growth and then to estimate the 
complete model simultaneously. We still believe that this is the appropri- 
ate procedure in principle but, because the employment side of the 
model performed rather poorly empirically, and in order to avoid unnec- 
essary clutter in the main body of this paper, we have relegated the 
employment-related aspects of the analysis to appendices. A complete 
theoretical model, including equations for employment growth, is set out 
in Appendix B, and empirical results are discussed in Appendix D. The 
tests and discussion of the text will focus on explaining aggregate output 
growth, with employment growth taken as given. 

The third limitation is the more general point that there have undoubt- 
edly been other factors which have had a bearing on economic growth 
but which we have not included in our formulation. Such factors might 
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include the resource base of the country, people’s attitudes to work and 
entrepreneurship, the population of the country, the degree of openness 
of the economy to foreign trade, and the relative importance of the 
agricultural and service sectors. We did test for a role for the last three of 
these factors, which are relatively easy to measure, but with negative 
results. However, no attempt was made to provide tests of the roles of the 
resource base and of attitudes. 

We turn now to a discussion of the mechanisms through which our 
three principal factors (the technological gap or catch-up factor, the 
government, and special interest groups) may influence economic 
growth. 


Convergence Factor 


The basic hypothesis is that the large technological lead of the United 
States at the end of World War II created the potential for other countries 
to realize high growth rates by copying or importing more advanced U.S. 
technology. In one form or another, this idea has been advanced by 
writers including Abramovitz (1979, 1983), Cornwall (1977), Gomulka 
(1971), Rowthorn (1975), and Scarfe (1977). On the other hand, Boltho 
(1982) criticizes this “convergence” thesis on the grounds that while 
technological disparities had always existed in the past, they did not in 
general result in convergence-related growth. Indeed, Abramovitz 
(1979) shows that there was divergence rather than convergence during 
the interwar period, since 1950 productivity levels in most European 
countries and Japan were actually lower relative to those in the United 
States than they had been in 1913. Hence while it is true that the 
convergence factor generates a potential for relatively high growth rates 
in lagging countries, it should be acknowledged that other conditions 
must also be satisfied if that potential is to be realized. 

As noted by Abramovitz (1983, p. 80), one of these other conditions is 
that ‘‘the several countries are sufficiently advanced in their human and 
institutional preparation.”’ Another essential factor is a relatively stable 
economic environment that is free of major wars and economic crises. It 
is this last point that is emphasized by both Abramovitz and Boltho in 
comparing world economic growth rates in the interwar and postwar 
periods. These considerations suggest, first, that the convergence thesis 
should be applied to a relatively homogeneous group of countries (e.g., 
OECD members) and second, that there is no conflict between Boltho’s 
emphasis on the stability of the postwar economic environment and the 
proposition that within the context of that stable environment the con- 
vergence factor may help to account for cross-country differences in 
growth rates. Other things being equal then, relatively backward coun- 
tries might be expected to have relatively high growth rates. As will be 
seen in more detail below, the degree of relative “backwardness” is 
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readily approximated by a measure of the initial gap between per capita 
GNP of the country in question and that of the United States. 


Government 


The main arguments advanced in support of a relationship between 
government activity and economic growth are summarized in Table 6-3. 
Government activities are classified into seven major categories: taxa- 
tion, transfer payments, final consumption expenditures, investment 
expenditures, deficits, regulation, and stabilization policy. The second 
column identifies the possible linkages between the various activities of 
governments and the various determinants of economic growth. For 
example, larger government deficits may result in higher interest rates 
which in turn may result in lower private investment. This information 
will be used in the empirical tests later in the paper, but it is certainly not 
the intention to survey the vast literature relating to all the items listed in 
the table. 

We focus first on the possible negative effects of government on 
economic growth. In the area of taxation, government policy may have 
negative effects on work incentives and hence on labour supply or 
participation rates. In addition, if tax rates are high, saving may be 
adversely affected, and this in turn may translate into lower investment. 
This result is questionable, however, because (a) rise in saving may, in 
the short run, result in lower aggregate demand rather than higher 
investment and (b) investment in a small open economy will not be 
limited by national saving to the extent that capital can be obtained with 
equal facility from abroad. The third effect of government in the tax field 
is channelled directly to investment, and the fourth runs from higher 
taxation to a larger underground economy to lower recorded growth 
rates. 

Transfer payments also may have negative effects on saving, labour 
supply, and labour mobility. For example, publicly provided pensions 
may have negative effects on both saving and labour supply, while 
generous unemployment compensation, sickness benefits, and other 
such transfer payments may have negative effects on participation rates 
and/or positive effects on recorded unemployment rates. Some forms of 
transfer payments and subsidies, of which the British system of council 
housing is perhaps the most widely cited example, may also serve to 
reduce labour mobility. It is more difficult to generalize in the case of 
final consumption expenditures, as the implications for growth are likely 
to depend very much on the particular public expenditure involved (e.g., 
education versus “bureaucratic waste”) as well as on the kind of private 
expenditure, if any, that is displaced (e.g., consumption by investment). 
However, if one believes that government is inherently less efficient than 
the private sector, one might expect high levels of public consumption to 
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TABLE 6-3 Linkages Between Government Activities and the Economy 
ee ek ee rr oe ny ee AE BCODDIRY, | 
Possible Effects on Growth 


Positive 
Government or 
Activity Negative Nature of Effect Implications for 
Taxation — Work disincentives Labour supply 
— Saving disincentives Investment (?) 
— Investment disincentives Investment 
— Underground economy Recorded output 
Transfer — Mobility disincentives Labour supply 
payments — Work disincentives Labour supply 
— Saving disincentives Investment (?) 
+ Social consensus/Labour _ Investment/efficiency 
peace 
Consumption — Government inefficiency Allocative efficiency 
expenditures 
Investment + Direct effect on capital Investment in human 
expenditures formation & physical capital 
Deficits — Crowding-out effects Investment 
Regulation — Higher costs, reduced Allocative efficiency/ 
competition, etc. Investment 
+ Control of monopoly Allocative efficiency 
power, allowance for 
social costs 
Stabilization + Macroeconomic stability Investment 
policy 


be generally inimical to economic growth. The last two negative items in 
Table 6-3 record the possibility of ‘‘crowding out” of private investment 
and the possible allocative inefficiencies and market distortions arising 
from government regulation. 

While most discussions in recent years have focussed on these nega- 
tive linkages between government and economic growth, there are sev- 
eral possible positive linkages as well, as recorded in the table. First, 
government investment in infrastructure, education, and other areas 
may contribute directly to economic growth. Second, it may be argued 
that the welfare state or social expenditures serve to “legitimize” the 
system or build social cohesion or consensus, and that these less tangi- 
ble factors are favourable to economic growth. Third, government reg- 
ulation may in some cases increase the degree of competition or promote 
overall economic efficiency in cases of market failure. Finally, the gov- 
ernment’s public commitment to full employment throughout most of 
the postwar period may have fostered a general confidence in economic 
stability as noted earlier. Such confidence on the part of investors and 
consumers may have resulted in more stable behaviour which itself 
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would have further contributed to economic stability. Evidence pre- 
sented by Baily (1978) suggests that this may have been the case for the 
United States. In addition to this psychological or confidence effect, 
stabilization policy may have made a direct contribution to economic 
stability. While most economists would probably agree with this state- 
ment in the case of automatic stabilizers, the question of whether 
discretionary changes in fiscal policy have tended to stabilize or 
destabilize the economy remains a matter of controversy (although 
evidence presented in McCallum (1983a) suggests that discretionary 
federal fiscal policy was definitely stabilizing, as compared with a hypo- 
thetical “‘fixed fiscal rule,” over the course of the 1970s). 

Government intervention may thus have both positive and negative 
effects on economic growth. The negative effects in Table 6-3 seem to 
outweigh the positive and this is certainly the presumption in most 
recent writings on the role of government. However, this presumption is 
not necessarily the case, and indeed it is the central object of this study 
to determine whether, on balance, the negative effects of government 
have been more or less important than the positive effects. 


Special Interest Groups 


The thesis presented in The Rise and Decline of Nations by Mancur Olson 
on the role of special interest groups has attracted some attention in 
recent years. For our purposes, Olson’s argument may be summarized 
as follows: 


¢ Special interest groups will in general have a negative effect on eco- 
nomic growth; 

¢ “highly inclusive” groups will have policies that are less restrictive of 
growth than groups that control only a negligible proportion of 
resources in a society; and 

¢ the power of interest groups will depend on the length of time these 
groups have had to develop without major disruptions such as wars 
or invasions. 


The rationale for the first point is well known and may be stated briefly. 
Special interest groups seek to increase the income or economic welfare 
of their members. In principle, they can do this either by lobbying for 
politics that promote general economic efficiency and thereby increase 
the size of the total ‘‘pie” or they can seek to redistribute the existing pie 
in their favour. In practice, such groups will opt for redistribution 
because they can expect to receive only a small proportion of the 
proceeds of any increase in general economic efficiency, whereas the 
expected return from a redistribution in their favour may be very large. 
Furthermore, special interest groups will tend to ignore the social costs 
or efficiency losses resulting from such redistributive actions because 
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these costs are borne by society as a whole and hence tend to be small or 
negligible from the point of view of any one special interest group. Cases 
of redistributive action are numerous: examples include special tax, 
regulatory, or tariff treatment and the formation of cartels or restrictive 
arrangements designed to limit entry to a particular industry or occupa- 
tion. Such actions are likely to reduce economic efficiency and growth. 
It is clear from this account that there is likely to be an interaction 
between the role of government and the role of special interest groups, a 
topic that will be addressed in the last section of this paper. 

The logic of the second point follows naturally from the argument of 
the previous paragraph. To the extent that the group in question is large 
in relation to society as a whole, it will naturally take some account of 
the economy-wide or macroeconomics consequences of its actions. For 
this reason, Olson’s “highly inclusive” groups will tend to have less 
restrictive or growth-reducing policies than small groups. The third point 
is based largely on the argument that collective action is difficult because 
of the “free rider” problem. The fact that each individual person or 
company. will prefer to sit back and allow others to organize the group 
suggests that the group may not in fact be formed at all or, if formed, it 
may be difficult to sustain over a long period of time. For these reasons, 
Olson argues that special interest groups will develop only gradually and 
that their power will tend to be greatest in countries that have enjoyed 
long periods of political stability, permitting freedom of association 
without major disruptions such as wars or invasions. 

These considerations suggest that we should test the hypothesis that 
economic growth depends negatively on the number or influence of 
special interest groups, but that we should also try to distinguish 
between small groups and “highly inclusive” groups. The design of 
concrete, measurable indicators to test these hypotheses — no easy 
matter — is discussed in the empirical analysis of the next section. 


Empirical [Implementation 


Now that we have developed the analytical framework and discussed the 
possible mechanisms linking government and special interest groups to 
economic growth, it remains to recast the analysis in a form that is 
suitable for empirical estimation. The discussion of this section begins 
with the choice of countries and time periods and then turns to the 
definitions of the variables and a brief discussion of some data problems. 


Countries and Time Periods 


The initial sample consisted of 18 OECD countries. Countries excluded 
are those that have not had democratic governments throughout the 
1960s and 1970s (Greece, Portugal, Spain and Turkey), as well as Iceland 
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and Luxembourg which have populations of less than half a million 
people. The remaining countries are Australia, Austria, Belgium, 
Canada, Denmark, Finland, France, Germany, Ireland, Italy, Japan, the 
Netherlands, New Zealand, Norway, Sweden, Switzerland, the United 
Kingdom, and the United States. New Zealand has also been excluded 
from the sample because much of the data used in the regressions was 
unavailable for that country.4 

There is also the troublesome and perennial question of how to treat 
Japan. Earlier research, e.g., Rowthorn (1975) and Whiteley (1983), 
suggests that conclusions are often very sensitive to the inclusion or 
exclusion of Japan, and this problem is likely to be particularly severe for 
this study as Japan is extreme not only in terms of high growth but also in 
terms of a small government sector. Moreover, all the countries other 
than Japan are either European or settled largely by Europeans, and so 
Japan is very definitely set apart from the rest in terms of its culture, 
history, traditions, and other non-economic factors. To the extent that 
results hinge on the inclusion of Japan, one can never know whether the 
findings are genuine or whether they reflect non-economic factors that 
are specific to Japan. While Japan is excluded on these grounds, the 
consequences of this exclusion will be noted in the course of the analy- 
sis. In our opinion, the results are more meaningful when Japan is 
excluded, and so most of our regressions will be based on 16 countries: 
the original 18 minus Japan and New Zealand. 

Most of the regressions are based on pooled data containing the 16 
countries and three time periods, 1960-67, 1967-73, and 1973-79, for a 
total of 48 observations. Since the model contains no cyclical variables, 
in principle one should choose either a single time period that is long 
enough that cyclical factors can be ignored or a series of time periods for 
which the first and last years correspond to the same phase of the 
business cycle. Perhaps the ideal procedure would be to base time 
periods on business cycle turning points that are specific to each coun- 
try, so that the time periods for each would coincide only to the extent 
that business cycles were synchronized across countries. Unfor- 
tunately, such an approach poses major problems and is beyond the 
scope of this study. 

As a second-best approach, we first chose the period 1973-79 on the 
grounds that the years 1973 and 1979 were very close to cyclical high 
points in most countries. Then, taking the view that the period 1960-73 
was one long boom, at least in comparison with more recent years, we 
chose two sub-periods of approximately equal length. It should also be 
noted that this choice of periods has the major practical advantage that 
OECD historical statistics are published in the form of averages for these 
periods and that comparable data for individual years in the early 1960s 
are not always available. While most of the regressions are based on this 
procedure, we also estimate equations for the single period 1960-79 (16 
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observations), as well as conducting tests for structural breaks after 
1973. 


Definitions of Variables 


In discussing the definitions of variables, it may be useful to begin by 
rewriting our basic relationship as summarized in equation (2) above: 


G = a) + a,GAP + a,GOVI + a,SIG +.a,L 


That is, we wish to test the hypotheses that rates of economic growth G 
for the 16 countries over the three time periods have depended on a 
measure of the technological gap or catch-up factor GAP, measures of 
the roles of government and special interest groups GOVT and SIG, and 
the growth rate of employment L. The last task remaining before present- 
ing the results is to define all of these variables. 

Three of the variables are easily defined. The growth rate G is defined 
as the average annual percentage change in real gross domestic product. 
Employment growth L is the average annual percentage change in total 
employment. The gap variable is defined as: 


GAP, = low), .) 


where y, and y,,, are per capita GDP in country j and the United States 
respectively in the first year of the period under consideration. The 
essential point to note from this definition is that the value of GAP is 
largest for the countries with the lowest per capita GDP in relation to the 
United States and that GAP is always zero for the United States itself. It 
should also be noted that the figures on per capita GDP are taken from a 
study by Kravis et al. (1979), who adjust the international data for 
differences in price levels across countries. Hence GAP is measured in 
terms of real purchasing power. 

Variables remaining to be defined are the government and special 
interest group indicators GOVT and SIG, each of which requires a more 
extended discussion. Beginning with government, the preceding analy- 
sis (Summarized in Table 6-3) suggests that significant but distinct effects 
on economic growth could arise from taxation, from government defi- 
cits, and from the various categories of government expenditures. In 
fact, we conducted tests of the role of government based on both levels 
and changes of all the major categories of government activity shown in 
Table 6-1. These indicators are set out in some detail in Appendix C, but 
for present purposes it is sufficient to focus attention on the two aspects 
of government activity that gave rise to statistically significant effects on 
economic growth. They are defined as follows: 


¢ The level of social security transfer payments as a percentage of gross 
domestic product (social security benefits for sickness, old age, family 
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allowances, etc., social assistance grants and unfunded employee 
welfare benefits paid by general government), designated as SS. 

¢ The same transfer payments but adjusted to standardize for cross- 
country differences in the age structure of the population in determin- 
ing the level of pension payments by the government, designated as 
SSA. In other words, SS will tend to be larger in countries in which 
pensioners are a high proportion of the population, whereas SSA is 
defined to neutralize for this effect so that a higher value of SSA 
reflects more generous pensions but not a larger number of pen- 
sioners.> This adjustment is potentially rather important, as for some 
countries pension payments by the government amount to more than 
half of total social security expenditures. 

¢ The change in total government outlays, defined as end-of-period 
minus beginning-of-period total outlays as a percent of GDP, desig- 
nated as DGT. 


In brief, then, while we tested for effects of several other aspects and 
measures of government activity, only those just defined turned out to 
have a significant impact on economic growth. The reader wishing more 
information on the other tests and on definitions and sources is referred 
to Appendix C. However, before proceeding to special interest groups, 
one last point regarding the different measures of government spending 
might be made. It would not be possible to provide effective tests for 
different impacts of different kinds of government spending if the major 
spending categories were highly correlated. If, for example, countries 
that were large spenders on social programs tended also to be relatively 
large spenders in terms of government consumption or investment, then 
it would not be possible to discriminate between the impacts of these 
different categories of government expenditures. As it turns out, this is 
not a problem, since there is very little correlation of this kind.° 


Measuring the Role of Special Interest Groups 


The final and most difficult problem is measurement: how to measure the 
strength or importance of special interest groups, and how to distinguish 
between “highly inclusive” groups and small groups. We begin with a 
summary of the procedures followed by Olson (1982) and by his research 
associate Choi (1983). 

Olson himself applied his thesis to the states of the United States, 
relating economic growth between 1965 and 1980 to a number of different 
proxies for the importance of special interest groups. One of these 
proxies is the degree of unionization, which is a direct measure of the 
size of one particular special interest group. The other measures are 
much less direct and rely on Olson’s view that the importance of special 
interest groups, or the degree of “institutional sclerosis,”” depends on 


170 Blais & McCallum 


the length of time that such groups have had to develop without major 
disruption. On these grounds, Olson uses proxy variables defined as the 
number of years since statehood or the fact of being a confederate state 
or not. (The latter variable is based on the idea that the Civil War 
represented a “major disruption” for the institutions and special interest 
groups of the American South.) While Olson’s results generally support 
his thesis, there is certainly room for the suspicion that his variables may 
be serving as proxies for other factors influencing relative growth rates. 

More to the point from our present perspective is the cross-country 
application of the Olson thesis by Choi (1983), who constructed an index 
of institutional sclerosis for 18 countries. Choi’s index is a nonlinear 
function of the number of years since the beginning of the ‘‘consolidation 
of modernizing leadership,”’ adjusted to take account of the number of 
years of “major disruptions.” One problem with this procedure is that 
the researcher has many degrees of freedom in constructing the index, 
and the results may be sensitive to alternative definitions used. Further- 
more, it is odd that Choi chose to ignore the unionization variable in the 
light of its use by Olson for the 50 states and its ready availability at the 
international level. In the light of these considerations, we used two 
variables as proxies for the importance of special interest groups. The 
first of these is the Choi variable described in the previous paragraph, 
but in this case we also examined the sensitivity of the results to changes 
in the precise specification of the variable. It turned out that the results 
were not very sensitive to these changes, which are described in more 
detail in Appendix C. 

The second indicator used in our tests is a composite variable 
designed to reflect both the degree of unionization and the extent to 
which unions are highly inclusive. More specifically, the variable is 
defined as (b) + b, CB) UN, where CB is a measure of the degree to 
which wage bargaining is centralized, UN is the percent of the work 
force that is unionized, and b, and b, are coefficients whose values are to 
be estimated econometrically. When this variable is included in equation 
(2) explaining why growth rates differ, we expect to find that b) < 0 and 
b, > 0. The explanation is as follows. Unions are special interest groups 
and therefore, according to the Olson thesis, high unionization should be 
reduced or even eliminated to the extent that unions are highly inclusive, 
which in the present context is taken to mean that wage bargaining is 
highly centralized. If this is the case, unions may be more inclined to 
take account of the macroeconomic consequences of their actions. The 
coefficient on the degree of unionization is (by + b, CB). In general this 
coefficient should be negative (b, < 0), but this negative effect will be 
less when CB is high than when CB is low (b, > 0). 

One further point on measuring the role of special interest groups 
deserves comment. A recent article by Murrell (1984) develops a direct 
measure of the number of special interest groups in each of 24 industrial 
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countries. The author finds that there is a strong positive relation 
between the number of special interest groups and (a) the population of 
the country; (b) a Choi-type variable measuring the number of years of 
development without major disruption; and (c) the degree of political 
decentralization. Ideally we would like to include this direct measure of 
the number of special interest groups (perhaps adjusted for population) 
as an explanatory variable in our own work. Unfortunately, however, 
such tests must be left for the future, since we only became aware of this 
article during the final stages of revision of this study. Nevertheless, the 
fact that there is a strong positive relation between the direct measure of 
the number of special interest groups and the indirect measures used by 
Olson and Choi lends support to our own use of these indirect measures. 


Some Data Problems 


The data present many problems and inadequacies, some of which 
should be briefly mentioned. 


¢ Because no data is available on Crown corporations, off-budget opera- 
tions such as government loan guarantees, or regulation, these 
aspects of government activity, while perhaps very important, must be 
excluded from the analysis. 

¢ Cross-country differences in accounting procedures and tax expend- 
itures may distort some of the measures of the size of government. For 
example, health expenditures may be treated as transfer payments if 
the money is first paid to households or as public consumption if the 
bills are paid directly by the national health insurance system. Again, 
child support financed by tax exemptions may have real effects that 
are identical to child support financed by cash payments to families, 
but the latter system will result in higher recorded expenditures by the 
amount of the cash payments. This last example applies more gener- 
ally to the whole area of tax expenditures, another issue on which 
there is no comparable international information. 

¢ Another form of bias rises because productivity increases in the public 
sector are by assumption either zero or very low. For this reason alone 
a negative correlation is likely between the share of the public sector in 
GDP and overall productivity growth. But this bias cannot be cor- 
rected by relating the size of government to the growth rate of non- 
government output because, to the extent that large governments are 
also more rapidly expanding governments, such a procedure would 
merely replace one negative bias with another. 


In general, it is not possible to make adjustments for these problems and 
possible biases, but their existence should nevertheless be pointed out. 
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Empirical Results 


This section begins with an overview of the data and then relates the 
results. For convenience, the basic relationship as summarized in equa- 
tion (2) is repeated once more: 


G = a9 + a,GAP +°a,GOVT + a,SIG + aL 


Economic growth G depends on a measure of the technological gap or 
catch-up factor GAP, on measures of the roles of government and special 
interest groups GOVT and S/G, and on employment growth L. Measura- 
ble indicators have now been developed for all of these variables, and the 
basic data relating to growth rates, employment growth, and the size of 
government were surveyed in the first section of the paper. The last step 
before presenting the results is to provide an overview of the data 
relating to the output gap and special interest groups, provided in Table 
6-4. 

The output gap is defined as the difference between per capita GDP of 
the United States and that of the country in question, taken as a percent- 
age of the U.S. figure.’ The numbers shown in the first two columns of 
the table are for 1960 and 1977. The gap is defined as zero for the United 
States, and for the other countries the gap in 1960 ranged from 23 percent 
for Sweden and 27 percent for Canada to more than 60 percent for 
Ireland, Italy and Japan. There was significant convergence between 
1960 and 1977, as the average value of the output gap fell from 39 percent 
in 1960 to 30 percent in 1979. According to the technological gap hypoth- 
esis, there should be a tendency for countries with the largest gaps at the 
beginning of each period to register the highest growth rates. 

The next item shown in the table is Choi’s index of institutional 
sclerosis as discussed above. High values of this index imply long 
periods of uninterrupted stability and hence, according to the Olson 
argument, powerful special interest groups. It can be seen that the 
United Kingdom has the highest value of this index, followed by the 
United States and Canada. The countries with the lowest sclerosis 
indices are Japan, Austria and Ireland, followed by Finland, France, 
Italy and West Germany. It might be noted that the countries with the 
larger output gaps tend also to have relatively low sclerosis indices. (The 
simple correlation coefficient between the 1960 output gap and the 
sclerosis index is — .60.) This suggests that it is important to allow for the 
role of the output gap when conducting tests of the relation between 
economic growth and institutional sclerosis. Otherwise, the sclerosis 
indicator may be taking credit for an impact on economic growth that is 
in fact the result of technological convergence. The possible importance 
of this point has been stressed by Abramovitz (1983) and Pryor (1983). 

Our second measure of the importance of special interest groups is the 
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composite indicator relating to unionization and the degree of centraliza- 
tion of wage bargaining. The unionization variable, set out in column 4 of 
the table, is defined as average union membership as a percentage of all 
employees over the period 1965-77. The centralized bargaining variable 
is based on the level at which bargaining occurs, with one point awarded 
to “national,” zero points to “enterprise,” and half a point to “region or 
industry.” There is a fairly strong positive relation(R = +.76) between 
the rate of unionization and the degree of centralization of wage bargain- 
ing. In particular, Canada and the United States stand out as the coun- 
tries with the most decentralized wage bargaining, as well as very low 
rates of unionization in relation to most other countries. The last two 
columns of the table, which concern strike levels and the degree of 

“corporatism,”’ are discussed later in this section. 

We turn now to the results of the empirical tests. The regression 
equations are set out in some detail in Appendix D as are the results for 
employment growth and the gap variable, which were much as expected. 
The four major findings relating to government and special interest 
groups are as follows: 

1. There was a positive and very strong relation between economic 
growth and the level of social security payments (as a percent of GNP) 
at the beginning of the period. This was the case whether or not social 
security payments were adjusted for demographic differences across 
countries. 

2. There was a negative and very strong relation between economic 
growth and the Choi index of institutional sclerosis. This is inter- 
preted as implying a negative relation between growth and the impor- 
tance of special interest groups, and the strength of the result is 
particularly striking because the sclerosis variable remains highly 
significant even when full account is taken of the role of technological 
convergence. The result also remains intact under several alternative 
definitions of the index as described in Appendix C. 

3. The composite variable involving the unionization rate and the 
degree of centralized bargaining also exerted the expected effect on 
economic growth. The effect of this variable, while statistically signif- 
icant at conventional levels, was weaker than the effects of the social 
security and sclerosis variables. This result states that high levels of 
unionization generally have a negative effect on economic growth, 
but that the direction of the effect becomes positive if the degree of 
centralized bargaining is sufficiently high. This is consistent with 
Olson’s thesis regarding the potentially beneficial impact of highly 
inclusive groups, and it is interesting to note that there are three 
countries for which the degree of centralization of wage bargaining is 
sufficiently high to yield a positive relation between economic growth 
and the extent of unionization (Austria, Norway and Sweden). 
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FIGURE 6-2 Effects of Key Variables on Growth Rates 1960-79 - 
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4. Finally, there is a negative association between economic growth and 
the change in total government spending (the variable DGT as defined 
above). However, the effect of this variable is rather small and weak. 

A further perspective on our two strongest results (points | and 2 
above), is provided by Figure 6-2. The top half of the chart plots on the 
horizontal axis level of social security payments (adjusted for demo- 
graphic differences) as a percentage of GNP. The bottom half plots the 
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Choi sclerosis variable on the horizontal axis. In both cases, the vertical 
axes record the contribution of the corresponding variable to rates of 
economic growth over the period 1960-79. The contribution to growth is 
defined as zero for the country with the average value of the explanatory 
variable in question.® This chart provides three different kinds of infor- 
mation. First, it is possible to see which countries have been mainly 
responsible for the role of each explanatory variable. Second, one can 
observe the numerical importance of each of the variables from the scale 
on the vertical axis. Third, the charts provide a visual impression of the 
closeness of fit or statistical significance of the relationships. 

Figure 6-2 indicates that the impact of each of the two explanatory 
variables has been numerically important as well as statistically signifi- 
cant. For example, the difference between the sclerosis index for the 
United Kingdom, which had the highest index, and Austria, which had 
the lowest (apart from Japan), was responsible for a gap of just over 1.5 
percentage points in the long-run growth rates of these two countries. It 
can also be seen from the charts that Canada’s position was below 
average in terms of social security payments and above average in terms 
of the sclerosis index. Both factors, then, were such as to reduce 
Canada’s growth rate in relation to the 16-country average. A final point 
that can be observed from the figure is that the five countries with the 
highest social security payments were also the five original members of 
the European Economic Community (EEC). The sixth original member, 
Luxembourg, is not included in our sample. This suggests that the 
apparent positive role of social security payments may in fact reflect a 
positive effect of the EEC, although it can be seen from the chart that a 
positive relation remains even if the five EEC countries are excluded 
from the relationship. Regressions reported in Appendix D provide 
further evidence that the social security variable is not merely serving as 
a proxy for the impact of the EEC. 

Two final points relating to empirical results are documented more 
fully in Appendix D and will be mentioned briefly in concluding this 
section. First, the results that we have reported remain qualitatively 
unchanged when Japan is included in the sample. However, the role of 
the social security variable becomes weaker, while the role of the scle- 
rosis variable becomes stronger. This should not come as a surprise, as 
Japan had the highest rate of economic growth, the lowest level of social 
security payments, and the lowest sclerosis index of all the countries in 
our sample. The second point is that, while there was indeed a very 
marked slowdown in economic growth after 1973, there was no evidence 
of changes in the roles of any of our explanatory variables. We do not get 
into the subject of why economic growth slowed down around the world, 
but certainly the evidence does not support the view that there was any 
connection between the extent of a country’s growth slowdown and the 
size or growth of its public sector. 
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Interpretation of the Results 


This section provides an interpretation of our major findings and an 
assessment of the implications for policy. The analysis begins with the 
question of the direction of causation, or the possibility that a positive 
relation between, say, the welfare state and economic growth may reflect 
a chain of causation running from growth to the welfare state rather than 
the other way around. This is followed by a discussion of the implications 
of our results for the welfare state, special interest groups, and economic 
policy. 


The Direction of Causation 


In considering the issue of the direction of causation, a first question to 
ask is whether there are plausible theoretical reasons to think that the 
direction of causation may run in the opposite direction from what has 
been postulated. To give one example, the analysis of the first section 
indicated that there has been a strong positive correlation between 
economic growth in the United States and in Canada. It is clear in this 
case that the lion’s share of the causation runs from U.S. growth to 
Canadian growth,? but in many cases the issue is less easily resolved. In 
the present context, the question is whether there are plausible reasons 
to think that high rates of economic growth might cause high levels of 
social security payments rather than the other way around. Certainly it 
could well be argued that a rapidly growing economy will by definition 
have a rapid increase in the total resources at its disposal, and that sucha 
country may choose to devote a relatively large part of this increase in 
resources to improved social security payments. The argument, how- 
ever, is much less convincing than it may at first appear. The logic of the 
argument suggests an association between high growth rates and large 
increases in social security payments, not between high growth rates and 
high levels of social security payments. To state the same point in a 
different way, the argument just presented implies that one should find 
high levels of social security payments in relation to GNP in rich coun- 
tries, not in fast growing countries. Now, of course, the fastest growing 
countries will eventually become the richest countries if the process 
continues for long enough. But in terms of our sample of 16 countries 
over the period 1960-79, it has been seen that forces of convergence 
were at work, so that the richest countries tended also to be the slowest 
growing countries. Consequently, the above argument does not offer an 
explanation of why high growth should cause high levels of social secu- 
rity payments in relation to GNP in the context of industrial countries in 
the 1960s and 1970s. 

A similar argument would seem to apply to the case of the Choi 
measure of institutional sclerosis that was used as a measure of the 
importance of special interest groups. It is true that the countries that 
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have enjoyed relatively long periods of uninterrupted economic and 
political stability may tend also to be the richer countries. In fact, the 
negative relation between the sclerosis indicator and the output gap 
variable indicates that this is so. However, the results should not be 
biased by this point, since we allowed for the effect of the gap variable in 
estimating the impact of special interest groups on economic growth. 
Furthermore, these considerations do not in any way raise the possibility 
of reverse causation because the variable we seek to explain is the 
post-1960 growth rate, not the level, of GNP. It would be ridiculous to 
suggest that high rates of growth beginning in 1960 were responsible for 
major interruptions such as World War II that occurred before 1960. 

The possibility of reverse causation is stronger in the case of the 
reported negative relation between economic growth and the change in 
total government spending. (The reader may recall that this result was 
reported above, but that it was much weaker than the results in the areas 
of special interest groups and social security expenditures.) Suppose, for 
example, that there are international emulation effects giving rise to 
pressures on the governments of slow growing countries (e.g., the 
United Kingdom) to match the increases in government services and/or 
transfer payments occurring in fast growing countries (e.g., France). To 
the extent that there is a tendency toward equality of growth rates of real 
government spending for this or other reasons, it follows that lower 
economic growth will lead to larger increases in the ratio of government 
spending to GNP. The reason is simply that by definition the 
denominator of this ratio (GNP) grows less rapidly in the low growth 
countries, while political pressures and other factors may make it 
unlikely that the numerator grows correspondingly less rapidly. Hence it 
is possible that causation may run from high economic growth to small 
increases in the size of government rather than the other way around. In 
any case, this aspect of the results was of marginal size and statistical 
significance and will not be considered further. 

In brief, then, we feel relatively immune from the charge of reverse 
causation in the cases of social security payments and the institutional 
sclerosis variable. Or at least we have not been able to think of a 
plausible story running from economy growth to one or both of these 
variables, and so unless someone advances such a hypothesis, it seems 
appropriate to proceed on the assumption that the results do not con- 
stitute a case of reverse causation. It might also be noted that the 
techniques used in estimating the equations have been based on the 
standard procedures designed to reduce the likelihood of this problem. 


The Role of the Welfare State 


Perhaps the most puzzling aspect of our findings is the apparently 
positive relation between economic growth and social security pay- 
ments, which may be taken as an indicator of the size of the welfare 
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state. Probably the conventional view is that while the welfare state may 
result in greater equality and individual security, this is likely to come at 
the expense of economic growth and efficiency. Indeed, Katz, Mahler, 
and Franz (1983) do show that higher levels of taxation have been 
associated with higher degrees of income equality, and certainly most 
recent discussion has focussed on the negative effects of government 
intervention on growth and efficiency. Our finding that the welfare state 
has in general been a positive factor in economic growth therefore comes 
as something of a surprise. 

A first point that should be acknowledged at the outset is that every 
aspect of the welfare state is likely to lead to inefficiencies of one kind or 
another in comparison with the economist’s ideal world. The sum of all 
of the items may well give us a vast array of inefficiencies (although some 
may offset others). Factors giving rise to these inefficiencies were identi- 
fied in Table 6-3, and there is a large literature documenting adverse 
effects in such areas as unemployment insurance. But economics 
teaches us that the whole may be greater than the sum of the parts, that 
the ‘“‘macro-level”’ benefits of institutions may be greater than the 
‘“‘micro-level”’ costs. For example, a stable international monetary sys- 
tem may, from time to time, impose readily identifiable costs on a 
country by forcing it to adhere to a rigid set of rules, but the system may 
nevertheless have beneficial effects overall if it helps to create a stable 
environment that promotes economic growth. Similarly, in his study of 
institutional change throughout history, North (1981) analyzes the costs 
and benefits of institutions in terms of their capacity to foster economic 
growth. Institutions that appear to be inefficient from a narrow economic 
standpoint are shown to make a great deal of sense if one takes account 
of such factors as the need to monitor the performance of employees, the 
need for a common ideology, and the need to deal with the “free rider” 
problem. Given our results suggesting that on balance the welfare state 
has had positive effects on economic growth, the challenge is to provide 
possible explanations that are sufficiently powerful to outweigh the 
negative micro-level effects on economic efficiency. 

A first possibility that comes to mind is that the welfare state may 
create a climate of social consensus that results in better labour-manage- 
ment relations, greater political stability, a higher degree of cooperation 
among the “social partners,” and less alienation at the workplace. All of 
these factors may contribute to higher productivity and higher economic 
growth. Certainly there is at least indirect support for these ideas in the 
political science and economics literature. King (1983, p. 22), for exam- 
ple, writes that the welfare state, in the sense of maintenance by govern- 
ments of certain minimum standards of material well-being, has been 
and is likely to be a bulwark of political stability. If it did not exist, 
political conservatives would have to invent it. In a similar vein, 
Wilensky (1983, p. 57) argues that the welfare state leaders have been 
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able to combine good economic performance and high levels of 
taxing . . . with relatively little political uproar is partly explained by 
their capacity to achieve social consensus. 

Economists have been less inclined than political scientists to investi- 
gate these issues. In recent years, however, there have been a few 
economic studies of the relationship between the extent of the deteriora- 
tion in economic performance since 1973 and the degree of social con- 
sensus or “corporatism.” Examples of studies of this kind include 
Crouch (forthcoming), Bruno and Sachs (1984), McCallum (1983b), and 
Paloheimo (1984). Deterioration in performance is measured by rising 
inflation and unemployment or declining economic growth; social con- 
sensus is measured by an indicator of long-run strike rates; and corpo- 
ratist countries are defined as those with highly centralized unions and 
employer federations, low shop-floor autonomy, and widespread sys- 
tems of works councils at the level of the firm. Indicators of social 
consensus and corporatism are set out in the last two columns of Table 
6-4, and it can be seen that there is a fairly strong negative relation 
between the two (R= — .76). 

The studies just mentioned have found that the post-1973 deterioration 
in economic performance was generally less in high-consensus/corpo- 
ratist countries than in other countries. Several possible explanations of 
this result have been advanced. First, at a time when the rate of growth of 
total incomes and production slowed down, high-consensus countries 
were apparently better able to avoid a self-defeating inflationary scram- 
ble resulting from each group’s efforts to protect its position at the 
expense of other groups. This explanation relates the notion of con- 
sensus to the extent of industrial or class conflict. Second, it may be that 
all parties would be willing to scale down their own demands as long as 
they were convinced that others would do likewise. In this case, the 
rationale for the better performance of corporatist countries is that they 
had the institutional means of achieving a more or less uniform scaling 
down, whereas countries with highly decentralized institutions had no 
means of achieving this result. A third rationale is the view that high- 
consensus countries have a greater degree of mutual trust between 
employers and employees, with the result that workers are more likely to 
believe statements by the firm to the effect that productivity growth has 
slowed down. In countries where such mutual trust is lacking, unions 
may regard such statements as an attempt by the firms to understate 
their ability to pay in an effort to increase profits. In such a case, there is 
likely to be greater resistance to reduced real wage growth in the face of a 
downward shift in productivity growth. This in turn is likely to result in 
greater inflationary pressures or a wage-price spiral. 

These various rationales (which are not mutually exclusive) help to 
explain the observed relationship between consensus/corporatism and 
the degree of deterioration of post-1973 economic performance. In the 
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present context, these considerations raise two main questions. First, 
do the reasons just advanced to explain why high-consensus corpo- 
ratism may be desirable in the context of a slowdown in economic growth 
also imply a positive relation between consensus/corporatism and the 
level of long-run growth? In principle, the answer to this question would 
seem to be yes, but to a lesser degree. That is to say, low levels of 
industrial conflict, an institutional capacity to achieve simultaneous 
changes in incomes, and a high degree of mutual trust between firms and 
employees would seem to be desirable attributes for an economy to have 
at any time, but these properties are likely to be particularly valuable ata 
time of major adverse shocks to the economic system. 

The second question to consider is whether in fact the high-consensus/ 
corporatist countries are also the countries with the most highly devel- 
oped welfare states or the highest levels of social expenditures by 
government. If so, then we would have suggestive evidence pointing to 
channels running from the welfare/corporatist state to social consensus 
to above-average economic performance. This question is addressed in 
Figure 6-3, which plots the average level of working days lost per person 
employed outside agriculture over the period 1960-78 on the vertical 
axis, and the average level of social security payments as a percent of 
GNP over the same period on the horizontal axis. (Note the use of a ratio 
or logarithmic scale for the strike variable.) On the basis of all 17 
countries there is only a very weak negative relationship between the 
two variables (R = —.30). It can be seen, however, that Switzerland is 
an extreme outlier, with virtually no strikes and very low social security 
payments. If Switzerland is excluded from the sample, there is a nega- 
tive and statistically significant relation between strikes and social secu- 
rity payments, although the relationship is not terribly strong (R — 255): 
In particular, France and Italy stand out as countries with much higher 
strike rates than would be expected on the basis of their social security 
payments. (It is perhaps noteworthy that these are also the two countries 
with the strongest Communist parties.) A final point to observe from the 
chart is that the United Kingdom and its ‘offspring’? — Australia, 
Canada, Ireland, and the United States — are all clustered together at 
exceptionally high levels of strikes and exceptionally low levels of social 
security payments. While it is not shown in the chart, the relationship 
between social security payments and the corporatism indicator is very 
similar to the relationship between social security payments and the 
strike rate. 

There is strong evidence, then, that high-consensus/corporatist coun- 
tries performed relatively well after the post-1973 slowdown in economic 
growth. However, the evidence that these attributes were also favoura- 
ble in promoting longer run economic growth is much weaker. And while 
there is a positive relationship between the size of the welfare state and 
the degree of social consensus, this relationship 1s not very strong. On 
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FIGURE 6-3 Strike Rates and Social Security Payments, 1960-79 
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Country code: 

AL — Australia; Al — Austria; BE — Belgium; CA — Canada; 

DK — Denmark; FI — Finland; FR — France; GY — West Germany; 

IR — Ireland; IT — Italy; JA — Japan; NE — Netherlands; 

NY — Norway; SN — Sweden; SZ — Switzerland; UK — United Kingdom; 
US — United States. 


the other hand, it is clear that the five English-speaking countries are all 
characterized by relatively small welfare states, high strike rates, a low 
degree of corporatism, and low economic growth. All of this suggests 
that while there is some support for the view that the welfare state 
generates social consensus which in turn generates high economic 
growth, there is certainly room for alternative or additional explanations 
of the positive connection between social security payments and eco- 
nomic growth. One such alternative explanation interacts with the role 
of special interest groups and so is considered with them here. 


Government and Special Interest Groups 


While government as welfare state appears to have had a positive effect 
on economic growth, our findings suggest that government as creature of 
special interest groups has had a negative effect. This second aspect of 
our findings will undoubtedly be less controversial, and so our com- 
ments on the topic can be brief. Perhaps the basic point is that economic 
growth requires change and that special interest groups tend to retard or 
prevent change by perpetuating the status quo. Thus growth-promoting 
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changes in industrial structure may not occur if declining industries are 
able to obtain special subsidies or tariff protection from the government; 
changes in the agricultural sector may be prevented or delayed by 
government-sponsored marketing boards; growth-promoting changes in 
the regional pattern of production may not occur as a result of federal 
subsidies and grants or actions by provincial governments; and unions 
may be able to delay or block technological change that would be 
favourable to economic growth. This is certainly not to deny that such 
changes will involve losers as well as winners or that there may be a case 
for slowing down the process of change on social grounds. Nevertheless, 
both the general argument and our empirical results do suggest that the 
power of each group to protect its position by lobbying the government 
may retard the resource reallocations that are essential to a high rate of 
economic growth. 

The second possible explanation for the positive role of the welfare state 
follows from this argument. Given that special interest groups have accumu- 
lated significant power and influence over government policy, it is possible 
that the welfare state may help to facilitate growth and change by compen- 
sating those who would otherwise be the losers in the growth process. If 
potential losers know that they will receive at least partial compensation for 
their losses, then they may offer less resistance to the resource reallocations 
that are required for economic growth. Unions, for example, are likely to 
provide less resistance to the introduction of new technology if they know 
that job losers will be well compensated and if there are effective job 
retraining programs and good job opportunities elsewhere in the economy. 
Public pensions may be seen as a socially acceptable way of forcing older 
workers to retire, thereby giving way to younger workers who will generally 
be more capable of implementing new production methods. In the heyday 
of 19th century capitalism, growth could proceed without the safety net 
provided by the welfare state because most of the losers from the growth 
process had little or no power to resist change. From the standpoint of pure 
efficiency, it was not necessary to compensate losers who had no political 
power. Nowadays, with the rise of special interest groups and changing 
social norms, losers do have a measure of political power, and so policies 
that reduce these losses by “buying people off’ may be desirable not only 
on social and ethical grounds but also for reasons of efficiency and growth. 

Now it is also true, of course, that the same welfare state policies that 
succeed in compensating losers may also retard economic growth by 
reducing the incentives to move, to adapt, and to change. On balance, it 
appears that the growth-promoting role of the welfare state has out- 
weighed its growth-retarding role, but certainly these considerations 
suggest that efficiency in the administration of social programs and the 
design of measures to minimize disincentives and misallocations are 
important policy objectives. Furthermore, as suggested by recent analy- 
ses of the Dutch experience (see, for example, Ellman forthcoming), it is 
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certainly possible that welfare state policies can be carried too far. 
Nevertheless, the positive role of the welfare state in promoting eco- 
nomic growth by building social consensus and/or providing partial 
compensation to the losers in the growth process comes through very 
clearly in our empirical results. 


Government and Macroeconomic Stability 
in Historical Perspective 


The third and final aspect of our findings that deserves comment is the 
point that the postwar period has been a time of unprecedented eco- 
nomic stability. The fact that this has also been the age of big government 
may be pure coincidence, or it may be that big government has contrib- 
uted to stability directly through automatic stabilizers and/or discretion- 
ary stabilization policy, or indirectly through effects on people’s con- 
fidence in the stability of the economic system. This is not an issue on 
which it is possible to reach any firm conclusion. So many other factors 
have been at work, and it would be difficult or impossible to provide 
direct tests of all the possibilities involved. Some may lay great emphasis 
on the stability of the international monetary system, others on tech- 
nological developments or “‘long waves” of economic development, and 
still others, such as Hicks (1969), on the role of population growth. The 
role of automatic stabilizers can be measured directly, and work by 
McCallum (1983a) contrasting Canada’s automatic stabilizers in the 
1930s and 1980s suggests that they have played an important role. But the 
possible channels running from government’s commitment to high 
employment to public confidence in stability to stable behaviour by 
consumers and investors would be difficult or impossible to establish 
empirically. 

What can be said, however, is that those who tend to blame govern- 
ment for all our economic ills have little in the way of historical prece- 
dent to support their argument. The neo-conservative notion that we 
could return to some golden age of noninflationary growth and stability if 
only the government would stop messing everything up receives little 
support from even a very casual reading of history. Nineteenth-century 
economic fluctuations appear to have been considerably more violent 
than those of the past thirty to forty years, to say nothing of the extreme 
instability of the 1920s and 1930s. From a long-run historical perspective, 
the disappointing experience of the past few years appears as a minor 
hiccup in the otherwise remarkably successful period of growth and 
stability since World War II. All of this proves nothing in terms of the role 
of government. But perhaps it suggests a certain scepticism with regard 
to the neo-conservative attacks on the government and all its works that 
have become so fashionable in recent years. 
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Policy Implications 


Policy implications for Canada in the 1980s do not follow directly from 
the experience of 16 countries in the 1960s and 1970s. However, to the 
extent that inferences can be drawn from this historical experience, our 
results do carry certain implications for future policy. In particular, there 
is the implication that it may be desirable to curtail government activities 
and expenditures that are undertaken in response to pressures from 
special interest groups, while at the same time maintaining or even 
expanding the basic institutions and programs of the welfare state. (This 
is not to deny that there is a great deal of scope for improvements in the 
efficiency and design of current social programs.) The logic of the Olson 
thesis suggests, however, that it may be futile to recommend reductions 
in government activities caused by special interest groups, since govern- 
ment policies are themselves viewed as the endogenous consequence of 
the power of special interest groups. Government, according to this 
view, is not a free agent but is itself a creature of the special interest 
groups. This would suggest that there are two possible routes to go. One 
would be to accept the power of special interest groups but to try to 
reduce their negative effects by converting narrow groups into “highly 
inclusive” groups. The rationale for this approach is that only groups 
whose members constitute a significant fraction of society at large are 
likely to take account of the economy-wide implications of their actions. 
This would imply some form of tripartism (government, business and 
labour acting in concert). Alternatively, or in addition, the power of 
special interest groups might be reduced if the scope of government 
activity could be limited by constitutional means or by the pursuit of free 
trade policies that limited the freedom of government to respond to 
lobbying by special interest groups. 


Appendix A 
Economic Growth in Historical Perspective, Canada and 
the United States 


The data on annual growth rates of manufacturing output in Canada were 
obtained from Statistics Canada, Canadian Statistical Review, Historical 
Summary 1970 and from Department of Finance, Economic Review, May 
1984. The U.S. series was taken from the Economic Report of the Presi- 
dent, January 1983 for the postwar years and from U.S. Bureau of the 
Census, Historical Statistics of the United States, p. 11-13, for the prewar 
years. These series were then updated to 1983. 

Appendix Table 6A-1 sets out mean growth rates and standard devia- 
tions for selected subperiods. It is noteworthy that Canada’s growth rate 
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TABLE 6A-1 Annual Growth Rate of Manufacturing Output, Canada 
and the United States 


Mean Annual Growth Rate (%) Standard Deviation 


Canada United States Canada _ United States 
1861-1983 n.a. 4.6 n.a. 10.8 
1861-1913 n.a. hh n.a. 9.4 
1920-83 4.6 4.1 9.1 11.9 
1920-39 3.4 3.4 Lie? 16.7 
1940-46 9.3 8.5 16.4 18.3 
1947-83 . 4.3 Pe | 4.9 6.3 
1947-74 55 4.3 a, 6.2 
1975-83 0.6 1.8 6.4 6.4 


has been consistently higher and more stable than that of the United 
States, with the exception of the most recent period, 1975-83. In par- 
ticular, the “golden age” of 1947-74 stands out as a period when 
Canada’s annual growth rate was not only very high (5.5 percent) but also 
extraordinarily stable (SD = 3.7) in relation both to the United States 
over the same period (SD = 6.2) and to any other subperiod for either of 
the two countries. It can also be seen that the U.S. average growth rate 
was higher during the earliest subperiod, 1861-1913 (5.3 percent) than 
during the postwar period (3.7 percent). However, it is debatable 
whether much significance should be attached to this point, since it is 
usual for the manufacturing sector to grow at a more rapid rate than other 
sectors during the early stages of a country’s development. It would be 
interesting to know whether the growth rate ot total output or GNP was 
aiso higher over the period 1861—1913 than during the postwar period, but 
information on this point appeared not to be available. 

Table 6A-2 sets out the results of regression equations relating Canada’s 
growth rate to current and lagged values of the U.S. growthrate. The first 
column relates to the full period 1922-83, and the second column covers 
the same years but excludes the war period 1940-46. Columns 3 and 4 
cover the two subperiods 1922—39 and 1947-83. It can be seen that the 
effect of U.S. growth on Canadian growth has been not only very strong 
but also remarkably stable.!° The great bulk of the impact comes in the 
same year, and on average the Canadian growth rate has been equal to 1.8 
percent plus 70 percent of a weighted average of current and past U.S. 
growth rates. Another noteworthy point is that Canada’s growth rates 
have never deviated from the U.S.-determined pattern for more than two 
or three years at a time. This can be seen from the residual of the 
equation of the first column (plotted in Figure 6-1), and the point can also 
be inferred from the Durbin-Watson statistics which indicate the 
absence of persistent deviations of Canada’s growth rate from the rate 
predicted on the basis of U.S. experience. 
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TABLE 6A-2 Regression Results for Growth Rate of Manufacturing 
Output in Canada 


1922-39 
Time Period 1922-83 1947-83 1922-39 1947-83 
(t-statistics in parentheses) 

Constant 1.84 eres 1.88 1.58 
(2.7) (2.8) (1.3) (23) 
Ay 64 61 .60 .64 
(1255) (11.6) (71) (7.4) 
a, a2 Ag mle .03 
(235) (22) CAG) (0.4) 
a, — .06 — 02 — .07 0.09 
(2) (0.4) (0.8) (2) 
Durbin-Watson 1.91 2.05 201 17g. 
Standard error 4.53 3.98 5.66 3.09 
R 74 ne naD .60 


ra Sree MMi 9k NA A ola a Nie SN aN a REA Sc FIED eg ae RE Re LT ae Sets oA 
Note: Estimated equation was: 

CG, = Constant + apUSG,_1; + a2USG;.2 

where CG is Canada’s growth rate and USG is the U.S. growth rate. 


Certainly, all of this is not to say that the American influence has been 
the only factor affecting Canada’s growth rate. It is very likely, for 
example, that Canada has done relatively well when developments in the 
resource sector have been favourable, a view that is consistent with the 
positive residuals in the resource boom years 1955-56, 1974, and 1979. 
Also, as noted in the text, the negative residual of 10.0 percentage points 
for 1982 was the largest of any of the 62 years in the sample period, and 
this certainly requires an explanation. These issues are not pursued 
further, however, since they would take us well beyond the scope and 
topic of this study. 


Appendix B 
Theoretical Model 


sa, 


The theoretical model may be written as follows: 


Ge=\TP + K AGL (2.1) 
Th to AP! GO esi (2.2) 
L= PW + PTE (2.3) 
PT = by + b,PT) + b,GAP + b,G1 + b4E (2.4) 


E = cy, + cg + e(PW + PT) + c,G2+ c,G (2.5) 
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where 


G = Growth rate of real gross domestic product 
EP = Rate of technical progress 

K = Growth rate of capital stock 

L = Growth rate of total employment 

GAP = Measure of technological gap 


GO, G1, G2 = Government-related variables (to be specified in detail in 
Appendix C) 


SIG = Variable(s) relating to special interest groups 

PW = Growth rate of working-age population 

PT = Growth rate of participation rate 

E = Growth rate of employment rate 

U = Unemployment rate 

lid RRO = Beginning-of-period values of corresponding variables 


Equations (2.1) and (2.2) are as developed in the text. Equation (2.3) is an 
identity derived from the following expression in terms of levels: 


L = PW(LF/PW)(L/LF) 


where L is employment, PW is working-age population, and LF is the 
labour force. Hence LF/PW is the participation rate, and L/LF is one 
minus the unemployment rate (or the “employment rate”). In terms of 
rates of change, this identity can be written as equation (2.3) above. 

The determinants of L may be analyzed by considering the determi- 
nants of each of the three components shown in equation (2.3). Begin- 
ning with PW, ideally one would like to distinguish between the part of 
PW that is determined by the excess of births over deaths (natural 
increase) and the part that is determined by net migration. The determi- 
nants of each of these components could then be considered. Unfor- 
tunately, however, data limitations are such that this is impossible, and 
so PW is treated as an exogenous variable. The specifications for the 
other two components of employment growth are given by equations 
(2.4) and (2.5). 

Beginning with (2.4), PT, is the level of the participation rate at the 
beginning of the period, and b, will be negative if there is a tendency for 
participation rates in different countries to converge over time. The GAP 
variable is included to allow for the possibility of cross-country differ- 
ences in PT according to the stage of economic development. The 
variable G1 incorporates a role for government-related variables in influ- 
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encing participation rates (discussed in Appendix C), while a positive 
coefficient on E would indicate the presence of discouraged worker 
effects (recall that positive E means a falling unemployment rate). 

Equation (2.5) for E again follows for the possibility of convergence, 
this time via the E, variable. The second variable is the growth rate of the 
labour force, the idea being that at least in the short run, a country 
experiencing rapid labour force growth may have difficulty absorbing all 
of the additional job seekers (note that by definition labour force growth 
is equal to the sum of PW and PT ). G2 reflects a possible role for 
government through, for example, the generosity of the unemployment 
insurance system. And finally, E may be affected by the rate of growth 
itself. 

The model, then, is given by equations (2.1) to (2.5). Endogenous » 
variables are G, 7P + K, L, PT , and E. Exogenous variables include the 
three government variables and the three beginning-of-period variables 
(GAP, PT,, and U,) that allow for convergence, as well as SIG and PW 
Appendix C sets out the definitions of these variables, and Appendix D 
presents empirical results. 


Appendix C 
Definitions of Variables 


Most of the variables can be defined in an obvious and straightforward 
manner, and these will be presented first. Unless otherwise stated, all 
data come from OECD, Historical Statistics 1960-81, and the page num- 
bers given below refer to that publication. 


G = Annual average percent change of real GDP, p. 44. 


GAP = Negative of the logarithm of the ratio of per capita GDP of 
country j to that of the United States, data from Kravis et al. 
(1979). Hence GAP is always zero for the United States and 
depends negatively on per capita GDP. 


ji = Average annual percent change of total employment, p. 26. 

PW = Average annual percent change of population aged 15 to 64, 
p. 24. 

PT = Average annual percent change of participation rate, 
defined as labour force growth minus PW, pp. 24-25. 

E = Average annual percent change of employment rate, defined 
as L minus labour force growth, pp. 25-26. 

PI, = Initial year participation rate (percentage), p. 34. 

le = Initial year percentage unemployment rate (standardized 


where possible, otherwise national definition), pp. 39-41. 
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Variables that remain to be defined are the government variables and the 
special interest group indicators. For the former, it is perhaps most 
straightforward to begin with a list of the variables for which we have 
data and then to discuss the use of these variables in the various 
equations. All of the government variables listed below (except DUC) 
are measured as a percentage of GDP, and all of them refer to “general 


Ms 


government,” i.e., all levels of government combined. 

GC = Government final consumption expenditures, p. 62. 

wey = Social security transfers, p. 63. 

GK = Total government outlays minus current disbursements, 
pp. 63-64. 

GT = Total government outlays, p. 64. 

GINT = Residual given by Gl -GK —GC — SS, consisting mainly of 
interest payments on government debt and subsidies. 

TAX = Current receipts of government, p. 64. 

NLG = Net lending of government, p. 65. 

DUC = Total unemployment benefits per unemployed as a percent 


of gross income of average production worker, change 
between 1972 and 1981 or latest available year, available for 
12 countries, data obtained from OECD.!! 


All of the above variables except NLG and DUC have been defined in 
terms of both levels (annual averages for each period) and changes (the 
level in the last year of the period minus the level in the first year). The 
level variables preceded by D denote the corresponding change (e.g., 
DTAX is the change in TAX between the beginning and end of the period). 
Consequently, we have a maximum of 14 government-related variables, 
7 in terms of levels and 7 in terms of changes. 

In terms of the model of Appendix B, we wish to distinguish between 
effects of government on output growth for given employment growth 
(GO of equation (2.2)) and effects on the participation rate and employ- 
ment rate (G1 and G2 of equations (2.4) and (2.5)). Referring to Table 3, 
the output growth effects operate through investment, saving, allocative 
efficiency, and the underground economy, while effects on participation 
rates and employment rates correspond to the labour supply effects of 
the table. In the case of output growth, it is conceivable that all of our 
government variables except DUC have roles to play, and a theoretical 
case can be made for entering these variables in either change or level 
form. The possibilities in terms of labour supply are much more lim- 
ited — changes in participation rates may depend on changes in transfer 
payments or taxation, while changes in recorded employment rates (or 
unemployment rates) are likely to be most directly related to changes in 
unemployment compensation. 
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The result of this discussion is that the variables that may be included 
in our composite government-related terms GO, G1, and G2 include the 
following: 


¢ Output growth (GO): all government-related variables except DUC 
¢ Change in participation rate (G1): DSS and DTAX 
¢ Change in employment rate (G2): DUC 


The final item to be considered is the special interest group variable SIG. 
As noted in the text, we wish to test the sensitivity of the results to 
alternative measures of institutional sclerosis, and we also wish to 
include a unionization term as in Olson’s tests based on the American 
states. The following variables were included: 


¢ SIG1 = The Choi variable (his adjusted index B), which is a nonlinear 
function of the beginning year of “consolidation of moderniz- 
ing leadership,” adjusted for years of “major disruption.” 

¢ SIG2 = Beginning year of ‘‘consolidation of modernizing lead- 
ership’’ — Choi’s raw data before his various manipulations. 

¢ §I/G3 = Beginning year of ‘““economic and social transformation” — 
an alternative estimate of the first year of onset of institu- 
tional sclerosis. 

¢ SIG4 = Year of first constitution — a second alternative estimate of 
initial year. 

¢ SIGS = Composite variable defined as (ay + a, CB) UN, where CB is 
the degree to which wage bargaining is centralized and UN is 
the percent of the work force unionized. Taking CB as a 
measure of “inclusiveness,” the Olson thesis predicts ay < 0 
anda, > 0 when the dependent variable is economic growth. 


Data for S/G1 to S1G4 are from Choi (1983), and data for CB and UN are 
from Blyth (1979) and Crouch (forthcoming) respectively. Table 4 of the 
text sets out the data for the sclerosis index ($/G1), the unionization rate 
(UN), and the degree to which wage bargaining is centralized (CB). The 
strike and corporatism figures given in the last two columns of the table 
are taken from McCallum (1983b) and Crouch (forthcoming) respec- 
tively. 


Appendix D 
Regression Results 


Regression results are discussed in three subsections: output growth 
equations, the post-1973 slowdown in economic growth, and employ- 
ment growth equations. 
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Output Growth Equations 


The first regressions to be reported are based on the output growth 
equation: 


G = a) + a,GAP + a,SIG + a,GO + a,L + a,D1 + aD2 


This is the same as equation (2) of the text except that we have now 
added two dummy variables, D1 and D2, to test for the possibility of 
changes in the constant term between time periods. D1 is set equal to one 
for all countries in the second time period, 1968—73, and zero otherwise, 
while D2 performs the same function for the third period, 1973-79. 
Further tests of structural breaks in the post-1973 period are reported 
below. The equation is estimated using two-stage least squares, with 
employment growth L treated as an endogenous variable. !? 

As observed in the text, the only government-related variables to be 
retained were the beginning-of-period level of social security payments 
adjusted for demographic factors (SSA) and the change in total govern- 
ment outlays (DG7). The regression containing GAP, L, SSA, D2, and 
the constant term is reported in the first column of Table 6D-1. The 
dummy variable D1 was also included in this and all other reported 
regressions, but it has been omitted from the tables because the coeffi- 
cient was always very close to zero. It can be seen that GAP, and L, and 
SSA are highly significant, with the coefficient on L being quite close to 
labour’s share in national income as expected. Not surprisingly, the 
coefficient on the 1973-79 dummy variable is negative and very signifi- 
cant. Column 2 adds the variable DGT to the estimated equation, with 
this variable treated as endogenous. 

Turning now to the Olson thesis, the third column of the table adds the 
Choi variable SIG1, and it can be seen that this variable is correctly 
signed and highly significant. Note, however, that the coefficient on GAP 
becomes much weaker after the addition of S/G1. As noted in the text, 
GAP and the sclerosis variable are negatively correlated; but it can be 
seen nevertheless that the sclerosis variable adds materially to the 
explanatory power of the equation. Column 4 repeats the equation of 
column 3 except that the equation is estimated by ordinary least squares 
and the variables are now defined for the period 1960-79 as a whole — 
that is, there are now only 16 observations rather than 48. The results are 
very strong and generally similar to the previous equation, lending 
support to the robustness of the findings. 

Three alternative measures of the Olson variable were also tested. 
These variables were defined as the first years of the onset of sclerosis 
(SIG2, SIG3, and SIG4) as defined in Appendix C. In all of these cases, 
the variables were significant at the 5 percent level, although they were 
consistently weaker than the results based on S/GI as reported in the 
table. Column 5 of the table contains the unionization variable and 
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TABLE 6D-1 Output Growth Regressions 


1 2 3 4 5 6 
Constant 1.94 25 4.88 3.80 2.98 6.30 
(4.25) (4.60) (6.58) a) Ch 7) (4.21) (6.24) 
GAP 233 pa13 1.01 80 2.14 i Bee 
(4.47) (4.25) (2.04) (2.36) (4.23) (297) 
L 0.66 0.57 0.61 0.56 0.60 0.77 
(5.08) (4.40) (5.53) (6.60) (4.61) (4.36) 
SSA mig ig 100 085 128 .070 
(3.78) (3.85) (FR0) "Oly (3.88) (2.01) 
SIGI 31 a ¢s. 26 — 048 
(4.20) (4.64) (5.28) 
UNION EW EA 
(1.23) 
CB*UNION 030 
(2.05) 
DGT at45: vt 0660—) 200 | 0.122 rela 
(0.95) (1.66) = (1.32) (1.71) (2.34) 
D2 BD HDs Wyte) oho a3 6 — 2.36 
(7.92) (7.99) (9.99) (8.04) (7.15) 
No. of 
observations 48 48 48 16 48 51 
Standard error 661 652 - 546 bey) 641 285 
R Waa 779 845 860 ee 798 


interaction term as an alternative proxy for the Olson thesis, and the final 
column repeats the column 3 equation but with Japan included in the 
sample. Another point to note is that tests for nonlinearities yielded 
negative results, although there was a hint of a nonlinear relationship in 
the case of the social security variable SSA. 

Table 6D-2 reports regressions testing the joint impact of the EEC and 
the social security variable. The dummy variable EEC is set equal to one 
for each of the five member countries in the first two subperiods (1960-68 
and 1968-73) and zero otherwise. Column | repeats the basic equation 
from Table 6A-3; column 2 adds the EEC variable; column 3 contains 
EEC but not SSA; and column 4 is the basic equation but excluding the 
five EEC countries for the first two subperiods. 

It can be seen that SSA remains statistically significant (but less so) 
when EEC is added, but that when EEC replaces SSA, the explanatory 
power of the equation in terms of R? does not drop very much. However, 
as indicated in column 4, SSA remains statistically significant at the 5 
percent level when the original EEC members are excluded from the 
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TABLE 6D-2 Output Growth Regressions With EEC Variable 


1 2 3 4 
Constant 4.88 4.89 5.30 5.36 
(6.58) (6.56) (6.83) (6.00) 
GAP 1.01 1.01 85 .66 
(2.04) (2.03) (1.61) (1.13) 
is 61 .62 .63 58 
(5.53) (6.50) (5.27) (4.94) 
SSA .100 .087 .087 
(3.89) (2.38) (2.17) 
DGT — .066 — .061 — .018 — .066 
(4.20) (4.15) (4.05) (4.02) 
SIG1 —0.31 —0.31 —(0.32 —0.35 
(4.20) (4.15) (4.05) (4.02) 
D2 —2.34 —2.23 — 0.69 —2.28 
(9.99) (6.91) (6.89) (6.59) 
EEC 16 70 
(0.51) (2.93) 
No. of 
observations 48 48 48 38 
Standard error 546 550 587 583 
R2 845 843 821 825 


regression for the first two subperiods. Furthermore, the coefficient on 
EEC when SSA is excluded implies a positive impact of the common 
market that is considerably greater than published estimates (e.g., 
Davenport 1982). This last point, together with the column 4 result, 
suggests that SSA is not merely serving as a proxy for the impact of the 
EEC. 


The Post-1973 Slowdown in Economic Growth 


On this issue one may ask two different sets of questions. First, taking 
the worldwide slowdown as a given, to what extent can these equations 
account for cross-country differences in the extent of the slowdown? Are 
the coefficients of the equations stable over time, or is there evidence of 
structural change after 1973? Clearly, the answer to this question is yes 
for the constant term, but have there been significant changes in the roles 
of the explanatory variables since 1973? A second set of issues relates to 
the reasons for the worldwide slowdown, a matter which we do not 
consider. 

On the issue of stability, if we estimate the output growth equation 
separately for pre-1973 and post-1973 observations, then we find no 
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TABLE 6D-3 1973 Slowdown in Economic Growth 


Change in Aggregate Change in 
Growth Rate@ Productivity Growth? 


Actual Predicted’ Error Actual Predicted’ Error 


(percentage points) 


Australia —2.7 —3.1 0.4 —0.9 —1.3 0.4 
Austria —2.1 —2.2 0.1 —2.5 —2.6 0.1 
Belgium se AG pp ees 0.3 ste ts es 0.3 
Canada —2.2 —2.1 —0.1 —2.2 —2.1 —0(0.1 
Denmark —2.3 —2.5 0.2 —2.0 —2.2 0.2 
Finland —2.7 —2.6 —0.1 —2.3 —2.0 —(.1 
France —2.4 —2./ 0.3 —2.0 = 2a 0.3 
Germany sree) | — 2.0 CAS Uae ooh ors 0.5 
Ireland —0.7 —1.0 0.3 —1.9 —2.2 0.3 
Italy —2.7 —1.7 —1.0 — 4.3 —3.3 —1.0 
Netherlands —2.5 —1.7 —0.8 —2.2 —1.4 —0.8 
Norway + 0.6 =i 1.3 = ()28 spend 3 
Sweden —2.2 —1.9 —0.3 —2.9 —2.6 —0.3 
Switzerland —4.8 —3.6 —1.2 —2.2 —1.0 —1.2 
United Kingdom —1.7 16 = at =h6 155 — Ost 
United States —1.3 —1.4 0.1 —1.8 —1.9 0.1 


Source: See Appendix A, paragraph 1. 

a. Growth rate of real GDP and real GDP per person employed, 1973-79 minus 1960-73. 

b. Taken from equation reported in Column (3) of Table A-3. Predicted value includes the 
effect of the dummy variable D2, so that the errors may be regarded as deviations from 
the sixteen country mean ‘error’ of — 2.34 percentage points. 


evidence of instability. The Choi test F statistic is 0.89 as compared with 
a critical value of 2.23 at a 5 percent significance level. Furthermore, it is 
not possible to reject the hypothesis that all of the individual coefficients 
other than the constant term have remained stable. The estimated equa- 
tions corresponding to the third column of Table 6D-1! were as follows for 
the two subperiods 1960-73 and 1973-79: 


G.= 4.48 — 1.18 GAP + .105 SSA —: .063,DGT + 538 L —,,025 SIGI 
(4.96) (1.88) (3.29) (1.44) (3.74) (2.78) 


N= 37 Standard error = .517 R* = 1620 


GH 3B8v ae S0GAP He 088 SAU a 072DGT Beige Sw04 basic 
(2.44) (0.5) (1.74) (ches) (4.72) (2.58) 


IN-= 16 Standard error = .671 R2 = .635 


Table 6D-3 sets out the actual and predicted slowdown in aggregate 
growth and productivity growth between 1960-73 and 1973-79. It can be 
seen, first, that the magnitude of the productivity slowdown was quite 
similar in most countries — for example, 11 of the 16 countries experi- 
enced slowdowns in the —1.6 to —2.5 percentage point range. The 
prediction errors exceeded half a percentage point for four countries: 
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Norway’s slowdown was 1.3 points smaller than predicted, while the 
drop in productivity growth was considerably larger than predicted for 
Switzerland (— 1.2), Italy (— 1.0), and the Netherlands (— 0.8). For some 
of these cases there may be good explanations for extremely good or bad 
performance, but from the standpoint of this study, the key point to note 
is that there seems to be no obvious connection between the extent of a 
country’s slowdown and the size or growth of the public sector. 


Employment Growth 


The results for the participation rate and employment rate (equations 
(2.4) and (2.5)) were in general very poor. That is, we could find no 
evidence of tax or transfer payment effects on the participation rate, nor 
of unemployment compensation effects on the unemployment rate. This 
is perhaps a puzzling result in the light of contrary findings in many 
country-level studies. We do not have any good explanation for this 
contradiction except to note that country-specific factors may create so 
much “noise” in our equations that we fail to detect effects that are 
apparent in studies of individual countries. 
The equation for the participation rate was estimated as:!3 


Ef = fy PP 006PT, Le 3IGAP [57k + MST 88D? 


(0.2) (0.4) (4.6) (3.0) (to 7) (3.7) 
No. of observations = 46 Standard error = .44 
R2 = .41 


The coefficient on E indicates that a one-point increase in the unem- 
ployment rate is associated with a drop of some 1.6 percentage points in 
the participation rate, giving support to the discouraged worker hypoth- 
esis. This figure, which implies that some 60 percent of any drop in 
employment shows up as a lower participation rate, and only 40 percent 
as a rise in the unemployment rate, seems rather high by Canadian 
standards. It may, however, be more realistic for European countries 
which make up the bulk of our sample. There was also a significant 
tendency for the more advanced countries (small values of GAP) to 
experience relatively large increases in their participation rates. But 
there was no evidence of convergence, as the coefficient on the initial 
period participation rate was very close to zero. 

The results for the equation for E were even less positive, the only 
statistically significant variable being the post-1973 dummy variable D2. 
It would seem that other factors must be invoked if one is to explain 
cross-country differences in increases in unemployment rates, par- 
ticularly in the post-1973 period. As noted in the text, evidence pre- 
sented in McCallum (1983a) suggested that post-1973 differences in 
unemployment/inflation experience were closely related to differences 
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in social consensus as proxied by a measure of long-run strike activity. If 
the strike variable is added to the E equation, one of the other explana- 
tory variables (U,) becomes significant, and the estimated equation is 
given by: 


E = .15 + -.060U, — .059 (1+ 1.60D2), LS" —",063DE + BY ep) 


(1.99) (3.09) (3.70) (1.05) (.94) 
No. of observations = 46 Standard error = .17 
R2 = .509 


where LS is the logarithm of average working days lost per non- 
agricultural worker over the period 1950-1978. The equation now indi- 
cates a moderate tendency for unemployment rates to converge over 
time (at a rate of about 0.6 percentages points per decade), together with 
a tendency for high strike countries to experience larger increases in 
unemployment rates. 

The estimated coefficient on the strike variable is — .059 for 1960-1973 
and —.154 for 1978-79. The mean value of LS was 3.7 for the five lowest 
strike countries other than Switzerland (Austria, Germany, the 
Netherlands, Norway and Sweden) and 6.2 for the seven highest strike 
countries (Australia, Canada, Finland, Ireland, Italy, the United King- 
dom and the United States). On average, then, the equation implies an 
additional 2.3 percentage point increase in the unemployment rate 
between 1973 and 1979 for this second group relative to the first group as 
4 result of the strike variable. '4 This is consistent with the earlier results 
mentioned above. Furthermore, if one combines this result with the 
equation previously reported for PT, the effect of the strike variable on 
employment is increased through the discouraged worker effect. While 
these results provide further support for the consensus hypothesis as 
applied to changes in the unemployment rate, they do not get us very far 
in terms of understanding the role of government, since none of the 
government-related variables turned out to be statistically significant. 
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Notes 


This paper was completed in December 1984. We are grateful to Philippe Laheurte and 
Nour-Ed-Dine Barmaki for their research assistance and to Claude Felteau, David Laidler, 
Ross Preston, Craig Riddell, John Sargent, and Dan Usher, participants at a seminar at 
l’Université de Montréal, and two anonymous referees for their helpful comments. 


1. Examples of such studies include Cameron (1982), Gould (1983), Keman (1984), 
Schmidt (1983), and unpublished reports prepared by the OECD. Landau (1983), on the 
other hand, conducts a test based on a sample of 96 countries and includes a “‘catch- 
up” variable in his equation for economic growth. 


2. See, for example, Baily (1978), Boltho (1982), and Maddison (1964). 


3. “Automatic stabilizers” consist of taxes that rise automatically as the economic 
expands, thereby dampening the expansion, and fall automatically as the economy 
contracts, thereby dampening the contraction. Payments of unemployment insurance 
are also automatic stabilizers because they automatically sustain purchasing power 
during times of high unemployment. 


4. It could be argued that the exclusion of New Zealand is likely to bias the results in 
favour of a positive impact of government. Certainly New Zealand has had one of the 
lowest rates of growth, and that country also has a reputation as one of the more 
advanced welfare states. The problem is that data on New Zealand transfer payments 
are simply not available on a basis that is comparable with other countries. It may be 
noted, however, that to the extent one may draw any conclusions from the potentially 
noncomparable data contained in OECD (1976), New Zealand appears to have dis- 
tinctly below average social expenditures (relative to GNP). 

5. More precisely, SSA is defined as the sum of: (i) the pension component of _SS 
multiplied by d/d, where d is the proportion of the population aged 65 and over and d is 
the mean value of d for the 16 countries; and (ii) the nonpension component of SS. 


6. The cross-country correlation coefficients between the various categories of govern- 
ment spending are consistently on the order of 0.3. 

7. It might be recalled that the gap variable used in the regression equations is based ona 
logarithmic formulation and so is not identical to the figures shown in the table 
(seep. 26). 

8. The variables shown in Figure 2 may be defined precisely as follows. Suppose that the 
following is the estimated regression equation: 

Git = a + aSSAjt aa aSIGit “hatte te ae? Gre 
where G is the growth rate, SSA is social security payments as defined above, SIG is 
the Choi sclerosis variable, and € is the error term. The horizontal axes measure the 
mean values of SSAj_ and S7G;, over the three time periods. © The vertical axes measure 
respectively [a,(SSAj,—SSA,) + jt] and [a2(SIGj, — SIG,) + €], where a bar 
denotes the 16-country mean and again these variables are defined as the averages over 
the three periods. 

9. One cannot, however, rule out the possibility that the relationship overstates the true 
influence of the United States on Canada, as it is likely that other factors, such as 
World War II, influenced both countries’ growth rates in a similar fashion. If the roles 
of such other factors could be included in the relationship, then the estimated impact of 
the U.S. growth on Canada’s growth would be reduced. 

10. A test for structural stability over the two subperiods 1922-1939 and 1947-1983 yields 
an F-statistic of .66, as compared with a critical value of 2.58 ata 95 percent confidence 
level. 

11. Notice that this variable does not capture the effects of the changes in the Canadian 
unemployment insurance system that occurred in 1971. The data were only available 
for the two years indicated. 

12. The following variables were used as instruments in the two-stage least squares 
estimations: (1) government-related variables at the beginning of the period: SSA, GC, 
GK. GT. GINT, TAX: (2) alternative measures of institutional sclerosis; and (3) P W 
and PTy. Also, in cases where additional exogenous variables were added (e.g., 
CB*UNION), these were also included as instrumental variables. 
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13. Germany and Switzerland have been excluded from this regression for the third period 
1973-1979 on the grounds that the large-scale repatriation of guest workers was likely 
to have affected participation rates. The equation containing these two countries had 
similar coefficients but much lower R?. 

14. This figure is obtained by the product of the difference between the average strike rates 
(2.5), the coefficient of LS (.154), and the number of years (6). 
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Improving Productivity in the 
Government Sector: 
The Role of Contracting Out 


ROBERT L. BISH 


Introduction 


Increasing the productivity and adaptiveness to changing conditions of 
the Canadian economy is a major concern for citizens. This concern is 
reflected in many of the questions raised and reports prepared for this 
Royal Commission. One important question is whether the productivity 
and adaptiveness of government itself can be improved. 

It has been long understood that competition in an economy encour- 
ages efficiency, responsiveness to consumers and economic growth. 
Recently in Canada there has been a considerable debate about intro- 
ducing more competition through deregulation and freer trade. Closely 
related to this debate is the issue of whether or not competitive forces 
can also be introduced into the production of government services to 
increase their efficiency. One suggestion to introduce competitive forces 
is for governments to use competitive tenders to contract out the produc- 
tion of some services to private firms, voluntary agencies or other 
governments instead of relying only on the bureaucratic production of 
their own employees. While contracting out is only one of several 
strategies to increase the productivity of governments, it is an approach 
that directly introduces competition, and one that appears sufficiently 
promising to be worthy of detailed analysis. Information gained from 
such an analysis is relevant to both the larger forces in an economy and 
to inform government officials of practical approaches for improving the 
provision of government services. 

Few independent studies of contracting for the provision of govern- 
ment services have been done in Canada; however, the results of recent 
ones are consistent with a large number of studies in the United States 
and Europe.! In British Columbia, an analysis of Burnaby’s municipal 
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solid waste collection compared to Surrey’s contract collection indicates 
that Surrey’s service is 18 percent cheaper per household; Coquitlam 
estimates a saving of 21.6 percent after its shift from a municipal to a 
private contract for solid waste collection 1982. The most dramatic 
results were obtained in Dr. Jim McDavid’s study of Canadian cities with 
a population over 10,000. The analysis here showed that municipal 
collection in 1980 was 50.9 percent more expensive per household than 
private collection ($42.29 vs. $28.02). Yet another recent analysis of 
incentives in government contracting, prepared for the Ontario Eco- 
nomic Council by R. Preston McAfee and John McMillan, also indicates 
that properly designed contracts for service production can result in 
major cost savings to government.’ 

The evidence of potential cost savings by contracting out the produc- 
tion of government services has provoked a mixed reaction coloured by 
the old shibboleths of private greed versus the public good and private 
efficiency versus public sloth. Unfortunately these terms are used pri- 
marily as ideological masks, and they do not contribute any insight into 
actually improving the performance of governments. 

There is evidence, however, that can be used to evaluate the potential 
use of contracting to increase the productivity and adaptability of the 
public sector. Existing research and experience also provide some guide- 
lines to help managers take advantage of alternative arrangements for 
government service production in order to increase the effectiveness of 
their organization. 

This report presents the theory and empirical evidence bearing on 
organizational arrangements which promote efficiency and adaptiveness 
in the production of government services. Specific emphasis is given to 
comparisons of bureaucractic in-house production with production done 
by private firms, nonprofit societies or other governments under con- 
tract. While the theory presented is general to all levels of government, 
most of the examples and empirical activities involve the direct produc- 
tion of services for local government residents where outputs can be 
identified and measured. This is because the large number of local 
governments with diverse production arrangements permits empirical 
analysis of large sample sizes as well as case studies. Such a research 
environment is less available for analyzing provincial or federal govern- 
ment activities, although contracting to improve production efficiency is 
important for these governments too. 

The analysis of alternative arrangements for producing government 
services is only beginning to be a focus of research in Canada,? although 
the findings from the work that has been done are consistent with those 
of work done in the United States and Europe. In this report, empirical 
evidence from those areas will be used to supplement Canadian-based 
analyses. 

To present the theory and evidence of alternative arrangements for 
producing government services, the approach will be to discuss first the 
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nature of production problems faced by governments, and then proceed 
to a review and analysis of contracting out — including history, theory, 
evidence and examples. In the concluding section the implications of the 
evidence for increasing efficiency and adaptiveness of government ser- 
vice production will be drawn. The lessons from this evidence should 
provide some clear guidelines for increasing the productivity of the 
government services sector of the economy. 


Separating Demand and Supply 


Most analyses of government deal with its political processes: voting, 
elections, and the policy making of parliament, legislatures, councils 
and boards. These are the demand-articulating processes, i.e., the pro- 
cesses through which citizens indicate preferences and through which 
policies regarding services are decided upon. 

Conceptually distinct from politics and policy making, however, is the 
production or supply of goods and services after they have been decided 
upon through political processes. For the most part, it is assumed that 
the same organization that does the policy making also organizes and 
manages production, but there is nothing that binds one to such an 
assumption. There is no reason, for example, why production cannot be 
undertaken by a private firm, a nonprofit society, or another government 
under contract to the policy-making organization, as well by its own 
bureaucracy. Recognizing the potential for separating demand and sup- 
ply is not the same as an earlier distinction made in public administration 
between politics and administration, where policy makers made policy 
and administrators mechanically carried out those policies. Suppliers do 
influence the kinds and quality of services provided, for better or worse, 
and matching supply to demand 1s a problem in the public sector just as it 
is in private markets. 

Explicitly recognizing that the supply of politically decided-upon 
goods and services does not need to be done by the demand-articulating 
organization is critically important for understanding how different sup- 
ply arrangements can be matched to demand so as to obtain more 
efficient and adaptive production than that obtained by limiting produc- 
tion to government itself. Such recognition enables one to look more 
closely at the kinds of goods and services that are demanded and the 
problems of matching supply to demand. This examination is necessary 
to sort out how alternative production arrangements can be used for 
different activities. 


The Nature of Government Services 
and Bureaucratic Production 


Government services are typically produced by a bureau or department 
of the government organization through which demands are articulated 
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‘and policies made. This approach to production, while typical, poses 
some problems that are the result of four related causes. First, federal, 
provincial and municipal governments undertake many different activi- 
ties. Second, outputs of many government services are hard to measure 
so that management to produce such services is very difficult. Third, itis 
hard to introduce penalties and rewards into government organizations 
both because of the difficulty of measuring and evaluating outputs and 
because the organizations are “public.” Fourth, because of the diverse 
range of activities and the difficulty of managing them by measuring 
outputs or subjecting subordinates to performance-based rewards and 
penalties, managers become overloaded and simply do not have the time 
to do a good job. Each of these problems will be briefly described here 
and each will be treated in more detail when examining the potential role 
of contracting out government service production. 

Table 7-1 provides an example of the variety of activities a municipal 
government may become involved in. The range of activities for the 
provincial government and federal government is equally extensive. 

Though no municipality undertakes all of the functions listed in 
Table 7-1, the range of services provided by any municipality except the 
smallest is greater than the range of products produced by virtually any 
private firm. Furthermore, many of the functions themselves comprise 
several distinct activities, each of which has different production charac- 
teristics. Such activities are most efficiently performed at different 
scales of activity. For example, key activities making up policing include 
patrol, criminal investigation, traffic control, crime lab analysis, deten- 
tion, radio dispatching and information systems. Recreation activities 
may range from neighbourhood-oriented summer activities for pre- 
schoolers to metropolitan-wide opera houses and arenas. The result of 
this diversity in functions and the multitude of separable activities which 
comprise them is that no single organization is the appropriate size to 
produce all of the activities efficiently. 

The second difficulty with producing government services is that 
many of the services have no clear measures of output. Without such 
measures, it is extremely difficult to determine the right amounts and 
combinations of inputs being used for the output desired. Combining 
inputs efficiently is made even more difficult because many outputs that 
are in fact measurable, such as the participation rate in recreation 
programs or use of a library, are difficult to evaluate qualitatively. Thus it 
is very difficult to assess whether benefits exceed costs, let alone deter- 
mine efficient input mixes in production processes. 

The problem of measuring and evaluating outputs makes it extremely 
difficult to design reward and penalty systems within organizations 
producing government services so that employees and managers face 
direct incentives to manage as efficiently as possible. This difficulty is 
compounded by the multiple attribute nature of most services, where to 
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TABLE 7-1 Municipal Functions 


Airports Planning and zoning 

Animal regulations Police protection 

Building inspection Public health regulation 

Business licensing Public transit 

Cemeteries Public works 

Civil defence and emergency measures Recreation facilities 

Control of firearms Recreation programs 

Economic development Refuse collection and disposal 

Elections } Regulation of nuisances 

Electricity generation and distribution Sewage collection and treatment 

Fire protection Social welfare administration 

General administration — purchasing, Soil fill and removal regulations 
contracting, labour relations, etc. Storm drainage 

House numbering Streets, curbs and sidewalks, 

Industrial parks lighting 

Irrigation and flood control Subdivision control 

Land purchase and development Tax collections 

Libraries Telephone service 

Museums Television rebroadcasting 

Noise control Water supply and distribution 

Parks Weed control 


Source: Robert L. Bish, Local Government in British Columbia (Victoria, B.C.: Univer- 
sity of Victoria, School of Public Administration, 1984), p. 35. 


reward a person for some measurable output may result in negative 
consequences elsewhere. For example, it is sometimes suggested that 
police departments be evaluated on the basis of crime rates, yet the 
easiest way to reduce reported crime rates is for police to reclassify 
incidents reported as crimes and not follow up on citizen complaints. 
The result will be fewer reported crimes but police-citizen relationships 
will deteriorate and actual crime will go unmeasured. 

Another difficulty with designing reward and penalty systems is that 
government organizations often develop an egalitarian civil service ethic 
where “professionals” are expected to work in the public interest and 
where sanctions for poor performance are so time-consuming to use that 
many managers ignore substandard performance rather than try to do 
anything about it. The net result is a work environment where organiza- 
tions continue along habitual lines with little innovation or adaptive 
behaviour unless they are subjected to major externally generated 
shocks. Such organizations are likely to lag, rather than lead, in innova- 
tion and productivity increases. 

Finally, the problem of management overload is simply the cumu- 
lative result of all these difficulties. When an organization is attempting 
to undertake many diverse functions and activities, when many outputs 
are unmeasurable and difficult to evaluate, and where it is difficult to 
develop incentive systems to reward superior performance and penalize 
inadequate performance, management is very difficult. Managers will 
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have neither sufficient time nor expertise in all functional areas to man- 
age their organization effectively. Thus, while crises may be attended 
to, routine activities may continue using excess resources or obsolete 
technologies long after adaptations are made elsewhere in the economy. 

One should note that the production difficulties faced in governments 
are not due to slothful employees or a lack of interest in being efficient. 
The problems faced are extremely difficult to overcome because of the 
nature and diversity of the functions performed. Given these problems 
and the objective that government services be provided efficiently, it is 
useful to examine how governments can obtain more efficient produc- 
tion of some of their services by contracting them to private firms, 
nonprofit societies and other governments. 


Contracting 


Contracting to have government services produced can be examined 
from several perspectives. Three will underlie this analysis. One per- 
spective will focus on the consequences for citizens, ie., can the use of 
contracting result in having demanded government services provided 
more efficiently? A second viewpoint will focus on how managers can 
manage‘ the production and delivery of the diverse range of activities in 
which governments are engaged without having to administer all of them 
in their own organization. Guidelines will be provided to help managers 
decide whether they can get better results from contracting out certain 
production activities instead of administering them in-house. 

The third perspective will examine a very important issue. What are 
the broader effects on responsiveness and adaptiveness to changing 
conditions that can result from the widespread use of contracting for the 
production of government services in contrast to relying on in-house 
production for most government activities? While this latter question is 
more difficult to answer definitively, empirical evidence from at least one 
major study does draw conclusions on this important question. 


The Extent and Variety of Contracting 


Contracting with the private sector or other governments for the produc- 
tion and delivery of government services in North America has a long 
history. In the past two decades, however, contracting out has moved 
beyond the traditional purchase of typewriters, police cars and buildings 
to include virtually every function of local government and many provin- 
cial and federal government activities. For example, of the 121 Canadian 
cities with a population over 10,000 responding to Professor McDavid’s 
survey of municipal administrators, 82 percent contracted out some 
services. A Bureau of Municipal Research survey of 47 cities with 
populations ranging from 35,000 to 500,000 indicated 87 percent con- 


208 Bish 


tracted out some services.> Four municipalities in the Vancouver area 
have switched from municipal to contracted residential solid waste 
collection during the past three years. A wide variety of local govern- 
ment services, in fact, are provided under contract in both Canada and 
the United States (see Table 7-2). Contracting out local government 
service production is also common in Great Britain, Europe and Japan. 

In Switzerland, for example, more than 30 villages and townships con- 

tract with a private company, Securities, for police services.® 

As previously indicated, contracting for service production is also 
undertaken by many provincial governments as well as the federal 
government. For example, the British Columbia Ministry of Human 
Resources contracts for the production of special care homes, hostels, 
transition houses, child care, rehabilitation services and other human 
services. 

McAfee and McMillan, in their study for the Ontario Economic 
Council, also cite many studies of contracting by other governments in 
Canada, but there does not seem to be any systematic compilation of the 
range of activities for which the provincial and federal governments 
contract. 

While the range of services for which contracting is used is wide, as 
indicated by Table 7-2, the diversity of production activities necessary to 
provide all these services implies a diversity of contract arrangements.’ 

As far as may be gathered from the evidence available, early contracts 
tended to be either for entire functions (i.e., solid waste collection, water 
supply, etc.) where the contractor was paid to organize all aspects of 
production and delivery; or for support services, such as providing 
detention facilities for a police department or payroll processing for all 
city employees. 

While these kinds of contracts continue, the variety of contract 
arrangements has also expanded. Much of this expansion appears to be 
related to the increased variety and scale of local government activities. 

The most important kinds of contracting arrangements include: 

1. Purchase of an entire function from a single producer. Examples of this 
kind of contracting include solid waste collection where the con- 
tractor owns the equipment and is fully responsible for all aspects of 
collection. 

2. Purchase of an entire function from several producers. Contracts for 
solid waste collection are let to different companies for different areas 
to maintain a more competitive environment. Montreal contracts in 
this manner for solid waste collection. 

3. Purchase of provision of a service but capital plant and equipment are 
owned by the government. Examples include hiring firms to manage a 
sanitary land fill, a recreation centre, or hospitals where the physical 
facility in each case is owned by the government. The separation of 
ownership of the capital facility from management recognizes the 
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TABLE 7-2 Contracted Local Government Services 


1. Central Services 


Assessing 

Computer services 

Document destruction 

Election administration 

Equipment maintenance 

Food services for government 
employees 

Grounds maintenance 

Janitorial services 

Labour negotiations 

Legal services 

Microfilm services 

Payroll 

Personnel services 

Printing 

Public relations 

Records maintenance 

Registration of voters 

Tax collection 

Treasury functions 

Utility billing 

Vehicle maintenance 


2. Development 


Building and mechanical 
inspection 

Electrical and plumbing 
inspection 

Engineering services 

General development 

Housing 

Industrial development 

Land development 

Licensing 

Mapping 

Planning urban renewal 

Tourist information center 

Zoning and subdivision 
control 


3. Human Resources 


a) Education 
Daycare for children 
Schools 
School crossing guards 
School lunches 
School bussing 

b) Health 
All public health services 
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Alcoholic rehabilitation 
Ambulance services 
Animal control 
Cemeteries 
Homes for the aged 
Hospitals 
Hospital maintenance 
Mental health 
Mosquito control 
Nursing services 
Pest control 
c) Recreation 
Libraries 
Museums 
Parks 
Park maintenance 
Recreation facilities 
Sports programs 
d) Pollution Control 
Air pollution statement 
Noise abatement 
Water pollution abatement 
e) Public Transportation 
Special transportation service 
Management service for 
publicly owned transit 
Transit systems 
Seaplane base management 
Selected transit routes 
f) Welfare services 


. Public Safety Services 


a) Civil Defence 
All civil defence 
Civil defence communications 
Civil defence training 
b) Fire Services 
All fire services 
Fire communications 
Fire prevention 
Training of firefighters 
c) Police Services 
All police services 
Crime laboratory 
Criminal investigations 
Jails and detention homes 
Juvenile delinquency programs 
Parking meter patrol 
Patrol services 
Police communications 
Police training 
Probation and parole 


different scales of those activities and maintains a more competitive 

climate for management firms. Various divisions of ownership and 

management for such facilities is possible depending on the activity 
involved. 

4. Contracting for the physical facilities of an in-house operation. The best 
example of this kind of contracting is when a government rents build- 
ing space from private owners rather than constructing its own build- 
ings; further examples include the leasing of automobiles, computers 
and other office equipment. 

5. Contracting for part of a service and manage part in-house. Contracting 
out part of a service is a way to stimulate competition in part of the 
market, against which in-house performance can be continually com- 
pared. This approach 1s followed in Edmonton and Winnipeg for solid 
waste collection. It appears to have led to the increased efficiency of 
the government organizations. 

6. Contracting for support services only. Most government functions 
involve services to citizens and services to the department providing 
the service to citizens. For example, a small city may want to provide 
police patrol, but contract for dispatching, detention facilities, or 
police car maintenance; or it may want to contract for such support 
services as payroll processing, janitorial services or legal services. 
Support services are an area where multinational corporations are 
actively involved in contracting through franchises or branch opera- 
tions, because these services have historically received less attention 
from public officials than those delivered directly to citizens. Hence it 
has been relatively easy for private firms to develop more efficient 
production techniques. 

7. Contracting for management only. In the areas of hospital and transit 
system management, municipalities are buying management services 
only — while retaining ownership of the physical plant and equipment 
and continuing to be the employer of the non-management employees. 
This is a clear case of large companies providing specialized manage- 
ment expertise, enabling them to manage more efficiently than in- 
house managers. In some cases there are also economies of scale 
involved, when managers may use their relationship with a large 
company to make quantity purchases at lower cost or even borrow 
capital funds at more favourable terms than those available to the local 
government. 

The simple identification of the diverse services for which contracting 
is used indicates that many government officials have concluded that 
contracting out is an effective way to get government services produced. 
In addition, the development of a wide variety of contracting arrange- 
ments indicates that there is unlikely to be any one best way to engage in 
contracting out. However, in order to draw conclusions on the con- 
sequences of the use of contracting and make practical recommenda- 
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tions for using it effectively, it is necessary to look more closely at the 
historical, theoretical and empirical analysis of the use of contracting. 


History: Contract Cities® 


When one looks at the history and analyses of contracting, it is clear that 
public officials were engaged in contracting for major public services 
long before academics discovered that it could have major implications 
for the operation of government. And yet, it is only with academic 
scholarship begun by a few political scientists working with economists 
in the 1950s and 1960s, that major theoretical breakthroughs began. Their 
scholarship has led to considerable academic analysis of alternative 
ways to produce local government services.” To place this work in 
perspective, it is useful to provide first a very brief history of the 
development of the contract cities in Southern California — a phe- 
nomenon which gave rise to the early scholarship — and then an exam- 
ination of subsequent theory and empirical research. 

In 1954, as an outgrowth of the conflict over the tax subsidization of 
heavily populated but unincorporated suburban areas in Los Angeles 
County, a new city form was created. Specific areas became new, fully 
legal cities, but instead of hiring large numbers of employees and going 
into debt to provide a city hall and the other equipment necessary to 
deliver local government services, they purchased services from the 
county government. This gave citizens political control over their own 
area without incurring associated start-up costs of a new city. 

The first of these cities was Lakewood. The area continued its mem- 
bership in special districts for fire protection, sewers, street lighting, 
schools and recreation, and entered into contracts with the county 
government for 15 other services, including policing, engineering, street 
construction and maintenance. The city itself hired a manager, a city 
attorney, a city clerk and several secretaries whose responsibilities were 
primarily contract management. County officials were appointed to fill 
all other statutory positions. 

By 1960, 25 additional cities were incorporated in Los Angeles County. 
Some were large, some small; some were diversified, some specialized. 
What they all had in common, however, was a desire to control their own 
areas while receiving local government services as efficiently as possible. 
Equally important, because they lacked established bureaucracies, they 
were free to choose the most efficient production arrangement without the 
political constraint of existing organizations. 

As one might imagine, contracting with a large county bureaucracy 
did not prove ideal. As city officials gained experience, they discovered 
activities where county costs were higher than they thought necessary, 
and they found it difficult to bargain with and obtain accommodations 
from an organization that acted like a large monopolistic bureaucracy. 
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Instead of simply assuming responsibility for their own production of 
local services, however, the Association of Contract Cities was formed 
with the specific objective of balancing the county government’s monop- 
oly power and seeking alternative suppliers. What followed was the 
development of a vast network of producers and contract arrangements 
where cities buy and sell to one another, where private firms compete 
actively among themselves and with government producers for con- 
tracts, and where the county has decentralized its production 
bureaucracies to compete with other suppliers. With this response, the 
county’s role was greatly reduced. What emerged has been charac- 
terized in the major study of the development of contract cities as a 
‘“‘market-model” of government service production. !° 

The characteristics of the ‘“‘“market-model” described by Robert 
Warren include important implications for problems of government serv- 
ice production. First, producing organizations can be more specialized, 
so that by selling to different sized markets they can adjust to efficient 
sizes. Secondly, when drafting a contract, the outputs and pricing meth- 
ods have to be specified very carefully. In spite of the difficulty of 
measuring the outputs of many government services, greater degrees of 
measurement have thus been developed than those of traditional govern- 
ment budgeting processes. Third, the competitive tendering process 
introduces incentives to be efficient and innovative to obtain the con- 
tracts. Most important in this regard is Warren’s observation that gov- 
ernment departments producing to sell to other governments could 
compete with private firms and, in so doing, become more efficient for 
their own citizens as well. Thus, the variable affecting incentive to be 
efficient was not whether the producer was public or private, it was 
whether the producer was producing for sale in a competitive market 
rather than as a monopolist. 

In his study Warren did not deal with management overload specifi- 
cally; however, he characterized the role of municipal managers very 
differently — as purchasers for a consumer cooperative instead of as 
administrators of a bureaucracy. This new role, Warren concluded, also 
gave managers the perspective of the consumer-citizen instead of that of 
the producer, which is characteristic of managers whose main day-to- 
day responsibilities are administering production organizations. Warren 
concluded that systems of local government production characterized 
by extensive competitive contracting would be more efficient and more 
oriented to citizens and consumers than systems comprised primarily of 
bureaucratic monopolies. The logic of Warren’s conclusions has also 
been developed within the context of economic theory,'! and an integra- 
tion of Warren’s insights and economic theory has also been published. '* 
A recent empirical analysis of the contract cities indicates that they also 
continue to receive services at lower cost than the non-contract cities in 
Los Angeles County. '? 
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Of equal importance to the emergence of contract cities was the 
intellectual challenge the development posed for traditional public 
administrators. Since the 1920s at least, administrators had been taught 
and continue to teach that local governments should be consolidated and 
organized into neat hierarchies with a single treasury to be allocated by 
council members, who would then turn over the administration to a city 
manager who would manage the producing bureaucracies. '* The devel- 
opment of contract cities with competitive contracting did not fit the 
traditional bureaucratic model of government for a metropolitan region, 
and scholars began to examine critically both the theory and evidence 
regarding government organization and service production.!° 

These scholars noted the importance of elected local government 
officials making decisions on what kinds and levels of services they 
wished to provide and how they were to be financed to resolve problems 
of large-group public goods and collective action. Beyond that, however, 
they observed that it was not critical that the governments themselves 
hire employees to undertake production. Instead, local managers could 
choose to hire employees for some activities. But they could also enter 
into joint agreements for sharing the supervision of production with 
another government, could contract with either another government ora 
private firm, or could issue franchises to private firms for user-charge 
financed services. Different production arrangements appeared appro- 
priate for different local government activities. 

Furthermore, once the question of contracting was raised, every- 
where they looked they observed that contracting for the production of 
local government services went on — not just in contract cities. Local 
administrators had not heeded advice from scholars on contracting. 
Instead, in a variety of circumstances, elected and appointed officials 
decided that contracting out was an easier or less costly way to get local 
government services produced. It is since the intellectual challenges 
posed by contract cities, however, that significant and serious scholarly 
attention has been given to contracting and its broader implications. 


The Potential Role of Contracting — Theory and Concepts 


How can the production and delivery of local government goods and 
services be accomplished to provide the greatest net benefit to citizens? 
As net benefits are related to quality and responsiveness to citizen 
preferences, as well as cost, both benefits and costs must be kept in mind 
as alternative arrangements are evaluated. 

In order to develop guidelines for considering when and where con- 
tracting to improve efficiency may be appropriate, the major problems of 
government service production in relation to contracting are discussed 
more fully below. 
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ECONOMIES AND DISECONOMIES OF SCALE 


Economies of scale are decreases in the average cost of production as 
output increases. They are usually due to the spreading of the costs of 
indivisible capital equipment over larger and larger outputs, and they are 
usually associated with capital intensive activities such as sewage treat- 
ment and mass transit systems. Diseconomies of scale, on the other 
hand, occur when increasing output causes average costs to rise. Dis- 
economies are usually due to disproportionate increases in the cost of 
management in organizations with large numbers of employees whose 
work must be supervised. Costs increase with size: as the organization 
grows an increasing proportion of the total workforce must be devoted to 
supervision instead of direct service delivery. Diseconomies of scale are 
associated with activities such as education or police patrol (a small 
department will have 90 percent of patrol officers in the street while a 
large department will have 50 percent of its patrol-related officers super- 
vising the 50 percent who are in the street). 

In addition to considerations of capital investment and management 
costs, scale problems also arise when a service requires expensive 
equipment or highly skilled people — but the need for the service only 
arises infrequently. For example, even though most small cities will 
occasionally need an efficient homicide squad and crime laboratory fora 
criminal investigation, it is unlikely that they would require such ser- 
vices often enough to justify the costs of maintaining a squad and 
laboratory in their own police departments. Thus, because of the peri- 
odic demand for the service, it is more efficient to arrange for an 
organization that serves a large population to provide the service, as 
with any other activity with economies of scale. 

Furthermore, the research and development of innovative techniques 
for the management of service production and delivery has economies of 
scale. Only a very large organization can justify its expenses on research 
and development because it can spread the costs over very large outputs. 
The best examples of economies of scale with this rationale are the 
development of more efficient equipment and techniques for solid waste 
collection by multinational companies, for hospital management by 
American Medical International, or for school lunch programs by an 
increasing number of very large suppliers. These firms then make their 
techniques available to decentralized branches or local organizations on 
a franchise basis, and the local organizations in turn contract for local 
government service production. It is becoming increasingly clear that 
local organizations that receive their training and expertise under fran- 
chise agreements from such companies can provide services that are as 
responsive and efficient as those provided by many local governments or 
traditional small-scale producers who are not large enough to make 
comparable investments in research and development. 
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A government undertakes many diverse activities. It is impossible for 
a government to be at an efficient scale of production for all its activities 
if it alone produces all of them. A city of 10,000, for example, may be able 
to provide police patrol services most efficiently, but it is unlikely to be 
able to provide a crime lab or run a large capital-intensive recreational 
complex for its citizens as efficiently as a city of 100,000. 

There are two common problems with adjustments to scale. One is to 
use different technology to get the services provided (i.e., rent school 
space for recreation instead of constructing a separate recreation facil- 
ity) or enter into a contract or joint agreement so that the producing 
organization can be either smaller, larger, or provide more expertise than 
the city purchasing its services. Making efforts to achieve scale adjust- 
ments is an obvious reason for contracting out. 


INCENTIVES AND MONOPOLIES 


If the efficient production and delivery of public services is to be 
achieved, it is important that managers and employees face incentives 
which reward them for efficient performance and penalize them for 
inefficient performance. Structuring such incentives in organizations, 
however, is extremely difficult. 

The ideal environment to promote efficiency is one where consumers 
can easily evaluate products and choose among producers. Producers in 
turn face the positive incentive of profits if they can provide what 
consumers want efficiently, and the negative incentive of losses and 
going out of business if they cannot. Similarly, the managers of such 
organizations also have an incentive to try to manage efficiently and in 
truly competitive environments even lower-level employees recognize 
that their performance makes a contribution to the long-term viability of 
the organization. In summary, government organizations, like private 
firms, respond to competitive environments. 

Governmental producing organizations, however, do not usually face 
the same incentives as a private firm in a competitive environment. The 
government may be a monopolist where managers and employees are 
neither rewarded for efficient performance nor threatened with going out 
of business if performance is poor.'® To complicate matters further, it 1s 
likely to be more difficult to measure the efficiency of organizations 
producing many government goods and services, and hence such organi- 
zations are likely to be much more difficult to manage than a private firm 
which produces a measurable product.!’ 

The combination of monopoly characteristics of many government 
bureaucracies and the difficulties of managing the production of 
unmeasurable goods and services, provides an environment where one 
should not anticipate especially efficient production. When management 
incentives are further affected by asymmetrical treatment of innovations 
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(managers are seldom rewarded for successful innovations but may be 
terminated for failed ones) and management is constrained by civil 
service rules and union contracts, it 1s surprising that public sector 
managers do as well as they do. 

Contracting through competitive tendering is a major way to deal with 
incentive problems in the public sector. One must recognize, however, 
that the critical variable is not public vs. private. Instead, the contractor 
faces positive incentives to be efficient and negative sanctions if he is 
not. These conditions can also exist for a government that sells to other 
governments, and for nonprofit and voluntary organizations, as well as 
private firms. Furthermore, when purchasing managers can exercise 
positive rewards and negative sanctions in contract renewals or termina- 
tions, they can exercise at least as much, if not greater, control over the 
output of the contractor than they generally can over the output of a 
government bureaucracy. 

While competitive tendering can be used to overcome problems of 
monopoly and incentives, not all local government services can be 
contracted because of the difficulty of defining, measuring, or monitor- 
ing service outputs. Although some contracts are paid in terms of inputs 
(legal fees and engineering services, for example, are often billed on a 
per hour of input basis), the best results are achieved when contracts are 
written in terms of outputs, thereby freeing the contractor to organize to 
achieve those outputs most efficiently. Thus, contracts are much more 
feasible when outputs can be measured, as in the case of solid waste 
collection, water supply, sewage treatment, prisoner days, laboratory 
tests performed, or number of assessments performed. With the ability 
to measure, it is also much easier to monitor the quality of output so that 
the government can be sure that citizens receive what has been paid for. 
Still, one must also be aware that there will be an incentive to do a good 
job beyond any strict interpretation of contract terms only if the con- 
tractor is interested in going beyond the current contract — just as a 
retailer may do a little extra to obtain repeat sales. 

Information and measurement are necessary to draft enforceable 
contracts. Nevertheless, it has been observed that even when contract 
specification is not perfect, the information and specificity generated 
during the tendering and contract-drafting process is much greater and 
much more useful for management decision making than the information 
generated in traditional government budgeting processes.!® Thus, one 
must recognize the need and ability to define outputs before a contract 
can be used. But one must also recognize that output specification need 
not be perfect to get more efficient performance under contracting than 
under regular budgeting processes. 

One final note on incentives and monopoly is appropriate. It is very 
important when tendering for there to be more than one potential sup- 
plier in addition to the government going into production for itself.!? This 
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is because the step to utilize in-house production is often irreversible and 
should not be taken lightly. The way to be sure of potential alternative 
suppliers is to examine the market closely and pay special attention to 
just what is demanded in a tendering process. For example, if one is 
calling for solid waste collection in a city with a population of 100,000, it 
is probably better to issue four separate tenders for areas of 25,000 
people each than it is to issue one large tender. It is also useful to 
separate the construction of capital facilities from management to avoid 
being locked into a long-term management contract just because an 
organization could offer a lower price on the initial construction. 

Finally, in the case of an in-house production, the organization may be 
able to provide incentives to be more efficient by contracting out part of 
the production and then comparing the performance of the two organiza- 
tions. When this was done for solid waste collection in Minneapolis, the 
private firm was at first much more efficient than the municipal crew, but 
over time the municipal crew improved its efficiency. Similar internal 
competition between private contractors and municipal employees is 
used in Montreal and Edmonton. 

Contracts can be used to create incentives for the efficient production 
of government services. Remember, however, that contracting is not a 
passive process, but rather one where managers must pay very careful 
attention to the specification of the services desired, the tendering 
process and monitoring results. Simply issuing a tender to a private 
monopoly because it is private is unlikely to produce successful results. 


= 


LOAD SHEDDING 


Since governments undertake a diverse range of activities, it is impossi- 
ble for top managers to be experts in every one. At the same time, few 
governments find it efficient to hire experts in every area, and if they did, 
the span of control problem for the manager would still be a major 
constraint on effective management. In addition, because of the 
unmeasurability and political sensitivity of some government activities, 
a manager’s job is often more difficult than that of a private sector 
manager in a comparably sized organization. 

One response to the diverse range of municipal activities and the 
difficulty of managing some of them is load shedding. This means con- 
tracting out some activities because the tendering process, including the 
supervision of performance, may require less time and effort for man- 
agers than the direct supervision of in-house production. The greater the 
number of activities that can be tendered out, the more time managers 
will have to supervise those activities that are unsuitable for tendering 
and especially difficult to manage. The top management staff is thereby 
kept small and efficient. 

Benefits from load shedding can be in addition to any cost-saving 
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benefits from contracting. For example, school principals are trained to 
run educational programs — not cafeterias, janitorial staffs, landscap- 
ing and bus systems. Other managers have similar limitations. A man- 
ager’s time is scarce. Managers, then, should always keep in mind that 
they need to be able to call on a variety of arrangements to get services 
produced, including contracting. 


EMPIRICAL STUDIES 


The implications of economic theory for government production are that 
net benefits can be anticipated from contracting if contracting out per- 
mits better adjustment to economies or diseconomies of scale, creates a 
better environment to reward efficiency or penalize inefficiency, or 
results in a net reduction in manager’s workloads so that they can 
concentrate their time and energy on other different management activi- 
ties. It is necessary to undertake an empirical analysis, however, to be 
sure that the results expected from a theoretical analysis actually do 
occur. 

There are several ways to analyze empirically the actual or potential 
results of contracting out relative to in-house production. When govern- 
ment officials undertake such studies, they generally focus on com- 
parisons of their operation with other organizations or with proposals. 
Academics, in contrast, try to collect data on larger sample sizes and 
then analyze the data to determine what variation in cost is attributable 
to the institutional arrangements for production when other variables are 
also accounted for in the analysis. Some independent academic analysis 
has also begun on case studies where a change in arrangements has 
taken place. In addition to these cost-oriented studies, there have also 
been surveys of public officials to determine their attitudes, reasons and 
preferences with regard to contracting and bureaucratic production. 

The kind of study undertaken is determined by its purpose. However, 
particular problems arise with studies that focus on comparative costs. 
Governments seldom keep records in a way that lets an analyst calculate 
the full cost of any given activity. One may get data on payroll, for 
example, but fringe benefits may or may not be included. Data on capital 
equipment, depreciation, utilities, the value of buildings, and adminis- 
trative overhead seldom exist. Thus, there is a systematic bias toward 
underestimating the costs of bureaucratic production unless a thorough 
effort is made to make a full accounting, including estimates of costs for 
which no systematic records are kept. 

There are different problems with cost data for contracts. Detailed 
cost breakdowns are rarely available because the information is the 
property of the producing firm. This is not a major problem if one is 
interested only in the price of the contract to the contracting govern- 
ment. It is a limitation, though, if one is trying to discover why cost 
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differences exist between different organizations. One must also be sure 
that when calculating costs to the government, any contract supervision 
and monitoring costs are added to the price of the contract to provide a 
full-cost measure for the activity. Some studies of contracted production 
have neglected this cost component and hence have understated the real 
costs of the contract. 

It is useful to examine several studies, keeping in mind that different 
kinds of studies serve different purposes and that studies must be fully 
described to assure the reader of complete and unbiassed cost data. 


FIRE SERVICES?° 


Along with policing and street building and maintenance, fire Services 
are one of the three most expensive functions undertaken by general 
local governments. This is also a service dominated by bureaucratic 
production where there has been relatively little innovation. In 1971, one 
of the first statistical studies, undertaken by Roger Ahlbrandt, compared 
the production of fire services by a private firm under contract to those 
by traditional bureaucratic production.*! It is especially interesting 
because it examined the routine processes and included a case study of 
the private company. 

Ahlbrandt’s study was done by constructing an expenditure function 
to predict costs for traditional fire departments to service different areas 
in Washington State. The items taken into account included population, 
area served, assessed valuation, firemen’s wages, the use of volunteers, 
the number of full-time employees, the number of fire stations and first- 
aid cars, housing conditions, and fire insurance ratings — the latter 
being a standardized but less than perfect measure of the quality of 
services. The coefficient of multiple determination for the function was 
.96. This means that 96 percent of the variance in the cost of providing 
fire protection by traditional fire departments was explained by the 
variables included in the regression analysis. 

Following the construction of the expenditure function, information 
on the same variables for a sample of Arizona departments was ana- 
lyzed. It was concluded that they were consistent with the original 
samples. Variables for Scottsdale, Arizona, were then inserted into the 
function to predict what the costs would be if Scottsdale were served by 
a traditional public fire department. The prediction indicated an 
expected cost of $475,000 or $7.10 per capita. 

Scottsdale, however, is not served by a traditional fire department. 
The City of Scottsdale with the Rural-Metropolitan Fire Protection 
Company, which also serves several other cities and unincorporated 
areas in Arizona. The actual contract cost for the provision of fire 
protection to Scottsdale by Rural-Metro was $252,000 or $3.78 per 
capita, a cost 47 percent lower than that predicted if the area were served 
in the traditional manner. 
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Because these cost savings were quite dramatic, an effort was made to 
identify the specific areas of cost saving within the Rural-Metropolitan 
Fire Protection Company. The innovations that were identified included 
the use of part-time but fully trained fire fighters to supplement full-time 
employees, the use of smaller trucks and other modern equipment. 

In addition to cost savings, a comparison between Rural-Metro’s 
annual reports and those furnished by traditional fire departments indi- 
cated that the private company provided city officials with better infor- 
mation on the costs and potential benefits of different types and levels of 
fire protection than did traditional fire departments. Thus, Rural-Metro 
was shown to be both more efficient and more responsive than tradi- 
tional departments in providing its users with the services they prefer. 

Rural-Metro is an independently owned company regulated by the 
Arizona State Utilities Commission. Since company profits are limited 
to seven percent of sales, the only way the owner can raise total profits is 
to raise total sales. He does this by providing fire protection at a lower 
cost than cities could provide for themselves through traditionally orga- 
nized fire departments. The company also has a profit-sharing plan for 
employees, which the owner-manager feels contributes to high morale 
and a search for improved efficiency. 

Ahlbrandt’s study is a careful one, but two cost-affecting variables are 
missing. Neither the costs of the administrative overhead for traditional 
companies nor the costs of the contract administration by Scottsdale 
were included. Thus, the costs of both the traditional and the contract 
departments were slightly understated. The inclusion of these costs, 
however, would not change the conclusions of the study. 


SOLID WASTE COLLECTION 


There have been at least nine major statistical studies of residential solid 
waste collection, two of which have been supplemented with a variety of 
case study analyses. They include studies in Switzerland,?2 the United 
States,?*? and Canada.?4 The results of all but one study are consistent 
and serious methodological problems exist in that one.?° 

Professor Jim McDavid of the University of Victoria has begun major 
studies of the provision of police and fire services, and residential solid 
waste collection in all cities in Canada, excluding Quebec, with popula- 
tions over 10,000. The statistical portion of the component on residential 
solid waste collection has been completed, and research is continuing on 
several case studies. 

In 1981, McDavid surveyed a total of 205 Canadian cities. The 
response rate for the solid waste questionnaire, including telephone 
follow-up, was 126 cities or 61 percent. In this sample, 26 (20.6 percent) 
use exclusive bureaucratic production within the city for residential 
solid waste collection, 53 (42.1 percent) use exclusive private collection, 
and 47 (37.3 percent) use both bureaucratic and private collection. 
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TABLE 7-3 Residential Solid Waste Collection Costs 
by Collection Arrangement 


Operating Cost 


Collection Arrangement Per Household 
Exclusive public collection $42.29 
Exclusive private collection 28.02 
Public collection in mixed systems 31.30 


McDavid’s data base consists not only of complete cost data (including 
bureaucratic overhead, and contract administration and supervision 
costs) but also details of service conditions, services provided, and 
technologies used for collection. 

The overall collection costs are shown in Table 7-3. 

These data indicate that the average cost per household of exclusively 
public collection systems is 50.9 percent higher than that of private 
contract arrangements. One should note, however, that when public 
collection is undertaken in a city which also has private contract collec- 
tion, public system costs are very close to those incurred in exclusively 
private systems — only 11.7 percent higher.*® 

Because of his large data base, McDavid was able to examine not only 
cost differences between bureaucratic and contracted production, but 
also how the two kinds of organizations vary in collection technologies 
and wages paid. There is a difference in wages paid by private and public 
collectors ($17,441 for private and $19,272 for public). There are also 
major differences in technologies used and in productivity. Private com- 
panies employ smaller crews, use larger and newer trucks, and offer a 
significantly greater number of incentives to increase the productivity of 
their employees. As a result, their employees collect an average of 1.25 
tonnes per hour compared to .64 tonnes per hour collected by municipal 
employees. This productivity difference of 92 percent — not the differ- 
ence in wages (10.5 percent) — is the major reason contract collection is 
so much cheaper. 

McDavid’s analysis is of a large sample of Canadian cities operating 
on a routine basis. It includes some efficient municipalities and some 
very expensive private contracts (not all contracts are let through com- 
petitive tenders). But it also shows that on average public management 
has not responded to new technologies — such as buying larger 
trucks — as have private companies, nor does public management 
design routes, rationalize crew sizes, and provide incentives for its 
employees. Because the study drew upon a wide sample of cities and was 
carefully executed, it provides a unique and important comparison of 
public and private government service production in Canada. Its find- 
ings point to serious deficiencies in the public production of this service. 

During the past three years, four municipalities in the greater Van- 
couver region (Coquitlam, Richmond, City of North Vancouver and 
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District of West Vancouver) have switched from municipal to contracted 
solid waste collection with private firms. These changes are not routine 
in nature; in fact, these changes have been vigorously criticized by 
municipal unions affiliated with CUPE. Nevertheless, they provide an 
opportunity to examine before and after costs, together with the ana- 
lytical and political processes that led to each decision. Although the 
study is still going on, it is possible to draw some conclusions on the 
basis of the interviews with public officials and a preliminary examina- 
tion of cost data.27 

The initiatives for the switches came from private firms that submitted 
unsolicited proposals to city councils. These unsolicited bids were lower 
than city costs, but not especially low compared to McDavid’s Cana- 
dian-wide average of $28.02 per household (in 1980). Each municipality 
asked its own solid waste collection department or a consultant to cost 
out its service provision and make recommendations for improvements. 
Inefficiencies were discovered in all four cases. After accepting the 
improvements, however, it was determined that municipal costs could 
approach contract costs very closely, depending on one important fac- 
tor: that municipal management could count on the willingness of unions 
to cooperate with major changes in crew sizes and route configuration. 
Unions in each municipality opposed the switch to contract collection as 
well as changes in internal management. The municipal councils, in spite 
of the union opposition, decided to contract out the service because they 
apparently doubted they could get sufficient union cooperation to 
increase productivity, thereby making their costs comparable with those 
offered by private contractors. From the municipal managers’ perspec- 
tive, contracting out the collection service had a major impact on their 
workload, because they would not have to spend time negotiating pro- 
ductivity improvements with reluctant unions. Net cost savings also 
appear to have been significant. In the case of Richmond, where data 
analysis has been completed, its municipally run residential solid waste 
collection cost $46.24 per household in 1982. With the contract arrange- 
ment, costs fell to $30.63 in 1983, including contract administration and 
enforcement costs, and all overhead.*® The contract was also written to 
ensure a very high quality of service, with financial penalties for deficien- 
cies in quality. 

The results from preliminary examinations of the four cases in British 
Columbia are consistent with the conclusions from McDavid’s statistical 
analysis of Canadian cities. Each municipality, upon analysis, recog- 
nized that the cost of its collection was higher than necessary. Each also 
concluded that with cooperation from employees it could produce at a 
cost very close to that of a private contractor. Such results prompt the 
following question: Why do municipalities continue routinely to produce 
solid waste collection at a cost that is approximately 50 percent higher 
than that obtained by good management? Of course, a similar question 
could be raised regarding municipal solid waste collection in the United 
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States and Switzerland, although the cost differences between public 
and contract collection there are less than those identified in the Cana- 
dian study. 

While large differences in cost have been identified between 
exclusively public and exclusively contract systems, public collection in 
mixed systems has proved almost as efficient as private contract collec- 
tion. The possibility of dividing up a city into separate collection zones, 
with some areas being cleared by a private firm and others by the 
government’s own organization, has been recognized for some time. 
Indeed, several cities, including Edmonton, Winnipeg and Montreal use 
this strategy to maintain a presence in the collection process while 
introducing explicit competitive comparisons and pressures to get effi- 
cient service. The most widely studied example of a mixed system 1s that 
of Minneapolis where, upon the initial division, the private contract was 
much less costly, but over time the municipal organization was able to 
achieve comparable production costs.” This particular study has been 
used to conclude that the public collection of solid waste can be as 
efficient as the private collection. This conclusion is valid, however, only 
if the public organization is subject to competitive pressure. Municipal 
monopolies simply have not proven as efficient as organizatons subject 
to competition, regardless of whether they are public or private. 


OTHER STUDIES - 


The above studies all deal specifically with the different effects realized 
when service production is contracted out. The services under discussion 
here are reasonably easy to measure, draft contracts for, and monitor. Many 
activities of government, though, do not meet these conditions. Accord- 
ingly, two Canadian experiences associated with contracting for different 
kinds of activities deserve mention. One is the federal government’s attempt 
to use contracting to stimulate private sector research and development.*? 
The other concerns the province of British Columbia’s grants to nonprofit 
agencies to provide social services. 

After governments set policy, a specific performance-related contract 
can be used to obtain production of the service from another organiza- 
tion. This contracting process requires the ability to specify closely what 
is expected and how it is to be priced. Yet the very nature of research and 
development, with all of its uncertainties, would appear to be 
incongruous with the use of contracting as conceptualized in this report. 
It is perhaps possible to define some costs and outputs of a research and 
development effort and engage in competitive tendering, but it is more 
likely to expect that contracting would turn into sole-source negotiations 
with pricing resembling cost-plus. Such an incentive system 1s exactly 
the opposite of the one that appears to make the contracted production 
of government services more efficient. It is the kind of contracting that 
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has been heavily criticized in the United States.3! One must avoid 
generalizing about other forms of contracting because of the poor results 
from one particular process. 

Along with the use of contracted government service production has 
come the use of nonprofit agencies to deliver social services. Social 
service agencies usually differ from contract suppliers, however. Even 
though government funds are involved, the agency has a major voice in 
deciding not only the service delivery processes but also the policies 
surrounding the services. Thus, the public funding resembles a grant 
more than a contract, where the organization awarded the contract uses 
the funds as if they are a grant to accomplish what it has determined to be 
important. The tension created by the uncertain policy role of the 
nonprofit agency when the distinction between a grant and a contract is 
clouded has been the focus of considerable analysis.3 

A recent study in British Columbia by John W. Langford identified 
approximately 900 social service agencies, with a total of 6,000 employees, 
that received $150 million in public funds from the province in 1983-84.33 
These organizations, Langford observes, face neither the profit motivation 
of the private sector nor any government incentive to encourage efficiency, 
and therefore no one really knows if they are making good use of taxpayers’ 
funds. Langford also observes that many of the organizations appear to be 
run by their professional staff — their independent volunteer boards play 
an insignificant role. The professional staff members often receive much 
higher salaries than the senior regional manager of the ministry that funds 
their agencies. Langford is likewise unable to identify any clear lines of 
accountability for the uses of public funds by these agencies. He does not 
conclude that they are inefficient. Instead he points out that no one knows if 
they are indeed efficient and no obvious incentives exist to encourage them 
to be efficient. 

While grants to social service agencies may appear to resemble a form 
of contracting, they are unlikely to meet the conditions under which 
contracted service production has been identified to be efficient and 
adaptive. These conditions stipulate that the output must be specified 
and monitored in a contract that is let ina competitive tendering process. 
The cost savings and adaptability to changing conditions come as a 
result because the contractors are then free to organize their production 
process as efficiently as possible. A clear policy is set by government, 
and production operates under conditions similar to those found in 
private competitive markets. 

In British Columbia, the dual recognition of the potential efficiency of 
using small producing organizations to deliver services — such as child 
care, day care, and rehabilitation services — and the weaknesses of the 
contracts as grants system has resulted in the development of an 
exceptionally sophisticated Purchase of Services Policy and Procedures 
Manual by the B.C. Ministry of Human Resources.** If the recommended 
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decision-making, negotiating and evaluation processes specified in this 
manual are fully utilized, much will be learned about the usefulness of 
contracting for services that are more difficult to measure than those for 
which evidence of the effectiveness of contracting already exists. Major 
productivity increases in producing human services would make a signifi- 
cant contribution to resolving the increasing-cost problems of these ser- 
vices.35 Innovative contracting for human services would also contribute to 
more innovative arrangements for producing education and health services, 
two other very costly government activities.*° 


Observations on Empirical Studies 


Many studies of contracting out have been done in the past decade. 
Most, however, consist of particular case studies, usually examining a 
change from bureaucratic production to a contract, and conclude that 
contracting is a superior production arrangement. While these studies 
are useful, however, they generally do not deal with ongoing arrange- 
ments run in a routine manner from which generalizations with greater 
validity can be drawn. However, the large-scale statistical studies dis- 
cussed earlier in this paper both examine ongoing systems and have 
striking results. They indicate that having services produced under 
contract does result in considerable cost savings for comparable service 
levels (to the extent they are measurable) compared to the performance 
of in-house bureaucracies. Furthermore, the lower costs of production 
are a consequence of higher productivity, not simply lower wages for 
contract employees. This evidence, combined with the theory devel- 
oped to explain the operation of non-market institutions, indicates that 
there is considerable potential for improvement in the operation of 
governments by contracting out service production. 


Attitudes to Contracting Out 


Decisions on arrangements to produce government services are related 
to considerations other than efficiency. For example, the Ontario Bureau 
of Municipal Research study concluded that elected officials from busi- 
ness backgrounds were more likely to support contracting out produc- 
tion of services than elected officials from professional backgrounds. 
Only two cities were included in the study, however, and one must be 
very careful when generalizing from such a small sample. 

Large-scale surveys of the attitudes of elected officials have been 
undertaken in the United States. Results from a survey of managers from 
87 local governments in California on perceived advantages, disadvan- 
tages and problems associated with contracting are summarized in Table 
7-478 
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TABLE 7-4 Contracting: Advantages, Disadvantages and Problems 


Responses (of 87) 


Number Percent 

Advantages 
Availability of special equipment 

and skilled personnel 66 76 
Reduced cost 60 69 
Avoidance of start-up costs to 

provide services 50 57 
Ease in adjusting program size 46 53 
Improved service 36 4] 
Ease in measuring and monitoring 

contractor performance 21 24 
Disadvantages 
Difficulty in monitoring contract 35 40 
Unreliability of contractor 29 35 
Poorer service 16 18 
Increased costs 15 17 
Displacement of employees 10 11 
Problems 
Legislative constraints 22 phe: 
Union or other employee organizations 18 21 
Public to be served 13 15 


Source: “Contracting Out Local Government Services in California”, California Tax 
Foundation (May, 1981), p. 9. 


As the survey indicates, managers’ attitudes regarding the advantages 
of contracting support the theory presented earlier in this paper. In 
addition, 41 percent of the managers thought that contracting out ser- 
vices that are difficult to measure improved their quality; only 18 percent 
thought that the arrangement resulted in lowering the quality. Empirical 
studies have generally not observed systematic quality differences 
between municipal and contract production, although individual exam- 
ples of better or poorer service for either kind of production can be 
identified. It is also important to note, however, that difficulties in 
monitoring contracts can occur and unreliable contractors do appear, 
and that the monitoring difficulty is most severe when a government 
hasn’t developed procedures to monitor its own production. 

Another survey of California city managers concluded that city man- 
agers felt they had less control over service production with contracting 
than with production managed in-house.*? The survey, however, does 
not indicate whether managers felt they had less control over the pro- 
cesses — which clearly occurs — or over outputs. A different analysis 
has concluded that managers often overestimate their actual control 
over their own employees, and that careful contract can be used to have 
more, rather than less, control over actual outputs.*° 
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Of lesser importance in the California survey cited above, but of major 
importance in Canada are labour union attitudes toward government 
contracting. The major local government union, the Canadian Union of 
Public Employees (CUPE) has adopted a simple “no contracting” posi- 
tion without any regard to production efficiency. The Canadian Labour 
Congress has also considered recommending that its members not con- 
tribute to charitable campaigns such as United Way, because some of its 
recipient organizations undertake service production under contract to 
governments. In some provinces, especially in British Columbia, union 
attitudes have been inflamed by provincial government legislation that 
reduced the provincial government’s workforce by approximately 25 
percent in two years, and where many services formerly produced by 
government employees are now provided under contract. 

While it is difficult to generalize about the relation between rules of 
employment which have evolved in union contracts, there are many 
examples where the rules do result in much higher costs than necessary 
to produce government services. Examples include restrictions on the 
use of part-time drivers to provide peak-load service in public transit 
systems, and overtime payments for court reporters who take deposi- 
tions in the evening or on weekends for the convenience of witnesses. 
Increasing flexibility in these situations provides for more efficient ser- 
vice. But if unions are unwilling to agree to productivity-increased 
changes, they can expect increasing pressures to contract out, as has 
occurred in the previously deseribed changes to solid waste collection 
contracts. In these cases, even though the cities had estimated they 
could organize solid-waste collection internally with union employees as 
efficiently as they could with a private contractor, the unions refused to 
cooperate on work-rule changes, which ultimately led to contracting 
out. It should also be noted that contracting out does occur in spite of no- 
contracting clauses in union contracts. The government simply switches 
to a contract to purchase services at the expiration of the union contract 
period. 

While union opposition to contracting may slow its development in 
some governments, an anti-contracting position combined with opposi- 
tion to more efficient internal working rules is unlikely to be sustainable 
over the long run. Unions representing solid-waste collection employees 
in the City of Vancouver and the District of North Vancouver recognized 
this and cooperated with city governments in an attempt to make their 
solid waste collection as efficient as the contract collection in adjacent 
municipalities. This union strategy is likely to be much more beneficial 
to both unions and citizens. 

One aspect of contracting that has not received significant attention 
since Robert Warren’s study of contract cities in California is the con- 
tracting among governments. Some of this contracting is for services 
deemed unsuitable for a private firm — such as general police ser- 
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vices — but most of it is for a variety of services that are also contracted 
to private firms. For example, municipalities in British Columbia often 
sell fire protection services to fire districts adjacent to the muncipality. 
Such a contract should be mutually beneficial, because the municipality 
can spread its overhead and the fire district does not have to invest in 
capital equipment to have the service provided. Thus, savings occur 
from adjustments to more efficient scales of production. It would also be 
interesting to know if the municipal fire department has become more 
efficient because it now falls under the scrutiny of fire district trustees. 
Similar questions have yet to be systematically analyzed regarding other 
intergovernmental contracting. 

A wide variety of contracting arrangements exist for an extensive 
range of government services. The attitudes of elected and administra- 
tive officials toward contracting vary. Some view it as an efficient way to 
get government services produced; others perceive it as involving 
serious problems. Either position can be supported by individual case 
studies. 


Adapting to the Future 


Governments have at their disposal alternatives for organizing the pro- 
duction of goods and services. The alternatives include not only in- 
house production but also a variety of contracting arrangements. The 
important characteristics of each kind of production have been dis- 
cussed and these observations noted: contracting may be relatively 
more efficient when governments must adjust to economies or dis- 
economies of scale, when better incentives for efficient production are 
needed, and when it enables managers to shed part of their day-to-day 
management responsibility so that they can concentrate on more diffi- 
cult-to-manage activities. All of these considerations, however, focus 
primarily on efficient production at a given point in time. 

The world is not static. Problems perceived by the public change just 
as the technology of production processes changes. For example, many 
of the recommendations for consolidating local governments in urban 
areas arose when the major concern was building a physical infrastruc- 
ture where economies of scale existed. More recent agitation for 
decentralization has revolved around the diseconomies of scale and the 
unsatisfactory services provided by large social service bureaucracies. 
And of course, we have the complete cycle brought about by compu- 
terization. Take, for example, what has occurred in records and data 
processing. In the beginning, bookkeeping ledgers were considered best 
and there were no economies of scale. Then large mainframe computers 
were introduced for record keeping and data processing, and they did 
possess economies of scale. Now micro computers have been found to 
be the most efficient means of keeping records and processing data. 
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Such changes in both perceived problems and technology should be 
anticipated in the future. 

Responding to changing conditions is not easy for organizations, but 
one of the observed characteristics of contracting systems is that it is 
relatively easy to integrate new technologies and take advantage of, 
rather than resist, productivity-enhancing changes. This is because 
tenders are issued in terms of outputs, and competitive bidders will be 
those who adopt the most efficient techniques of production. If technol- 
ogies change to create economies of scale, successful bidders will tend 
to be large organizations which can take advantage of such economies. 
In contrast, if technological change makes small firms more efficient, 
they will be the successful competitive bidders. The incentives inherent 
in the competitive bidding process seem to have produced a situation 
where much, if not most, of the innovation and productivity increases in 
public sector production are being initiated by private firms contracting 
to governments. Of course not all innovations are adopted by govern- 
ments — including such obvious things as differentially staffing fire 
houses in relation to fire incidence or the use of large side-loading trucks 
for solid waste collection. It is resistance to, or simply a lack of interest 
in, productivity-enhancing changes which is one of the greatest weak- 
nesses in government production of services. 

Lack of innovation and slowness to adapt to technological change are 
not unique to governments. The Economic Council of Canada has 
observed that the diffusion of technological change into and throughout 
Canada tends to be slower than that in other Western countries, and it is 
slowest in the service sector.4! A major part of the service sector is 
government. Research on contracting, however, indicates that it may 
also be important to differentiate services provided under competitive 
conditions from those provided by government monopolies, where 
incentives for improving productivity may simply not exist. 

In dealing with this monopoly problem, the first step would be to 
encourage the use of competitive tendering for the supply of government 
services, and to create mechanisms to produce and disseminate informa- 
tion on comparative performance, making it easy for citizens and elected 
officials to compare the performance of their government with that of 
other governments. Although the Economic Council did not consider 
contracting the production of government services, it did recommend 
that provincial governments provide information to speed up the use of 
new technologies in their non-market sectors, especially hospitals, edu- 
cation and public administration. The council also recommended that 
the federal government reinstate productivity comparisons among 
departments across the country in a renewed effort to spread best- 
practice administration throughout the government.** The assumption 
seems to be that if information is available, organizations will improve. 
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While one cannot be sure that information alone will produce improve- 
ments, carefully prepared documents on comparative performance, 
published on a regular basis, could provide an incentive to managers of 
the least efficient operations. For example, a provincial government 
could contract with an independent organization to select a sample of 
municipalities or school districts within the province and develop careful 
cost and output measures for a particular function, such as solid waste 
collection, school busing or building maintenance costs. The results 
could be published with accompanying information on examples of best 
performance so that citizens, and also elected and appointed officials, 
could easily compare their organization with the examples. This would 
not be an expensive task. If it were done for a different activity two to 
four times a year, major activities could be covered over a three- to five- 
year cycle. Such a project could lead to considerable improvement 
among the most inefficient producers. If an analysis included contract 
production as well as in-house production, it would also be possible to 
identify new technologies and create rivalry for improved performance. 
This kind of general approach would be consistent with what is known 
about both technological change and the use of contracting in govern- 
ment — that competition can encourage improved performance. Com- 
petition could be fostered among cities, as well as among producing 
organizations that seek contracts. Such competition would also encour- 
age contracting out to adapt to different economies of scale in produc- 
tion. Some governments might not welcome such scrutiny. However, 
elected and appointed officials who are truly interested in improved 
performance would welcome such a data base to help them improve the 
performance of their own organizations. | 


Conclusions and Observations 


The purpose of this paper has been to present the broader considerations 
for deciding whether or not contracting may be an efficient way to get 
government goods and services produced. While the concepts advanced 
here have been derived by analyzing considerable research on con- 
tracting, only a few of many empirical studies have been described. 
Other books are available, including those by Robert Pool, E.S. Savas, 
Harry Hatry, and the International City Managers Association, which 
provide such summaries.*? Those studies, along with the concepts 
presented above, should provide some ideas to get managers started on 
the path toward more efficient and flexible production strategies for the 
future. The Hatry, ICMA and previously mentioned Contract Services 
Handbook from the U.S. Department of the Interior also provide specific 
guidelines for analyzing and undertaking contracting. 

A consideration of contracting implies several cautionary steps. First, 
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in order to determine whether contracting is efficient, one must have 
reliable data on the existing costs of government production. This 
involves having a cost accounting system in which the costs are accu- 
rately presented — including the costs of fringe benefits for employees, 
the rental value of physical facilities and utilities, and administrative 
overhead. Only with such cost data can sound decisions be made. 

Second, changing from in-house production to contracting involves 
labour relations and politics. The labour relations issues are complicated 
by the fact that employees themselves are seldom solely responsible for 
low productivity. Low productivity is more likely caused by government 
managers who do not organize effectively, past decisions which 
entrenched obsolete work practices into union contracts, or the reluc- 
tance of councils or legislatures to budget for the purchase of new 
productivity enhancing equipment. In most cases where a shift from 
bureaucratic to contract production has occurred, governments have 
assumed an obligation to accommodate their employees who were dis- 
placed, usually by transferring them to employment with the contractor 
or by moving them elsewhere in the city government. In respect to 
labour relations, it should be noted that contractors as well as govern- 
ments may employ union labour. The difference, however, is that a 
contract can be written with default conditions so that a strike and 
elimination of service can lead to termination of the contract and the jobs 
of the striking workers. This incentive has resulted in very few strikes 
among contractors’ employees. 

Keeping in mind that one’s own cost accounting systems must be in 
order, and that politics and labour relations will also be important, 
decisions to contract, like decisions to improve efficiency must balance 
multiple criteria. Since any single case is likely to have some unique 
characteristics, it is difficult to predict just what should, or should not, 
be contracted out rather than produced in-house. 

The concepts and problems presented in this paper suggest some 
sources of potential cost savings. They can be summarized briefly in this 
manner. 


¢ Scale Adjustments Is an in-house production organization too big or 
too small to adjust to high capital costs, high management costs, 
periodic demands or lack of expertise? 

¢ Incentives Can we specify what we want in a tender and contract, 
and have more than one potential producer interested in contracting? 

¢ Load Shedding Can a manager supervise an activity through a 
tender and thus devote more time and energy to other management 
problems? 

¢ Response to Change Is our internal organization too rigid to inno- 
vate and adopt new technologies and more efficient production meth- 
ods over time? 
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If any one of these questions elicits an affirmative answer, it may be 
useful to examine that activity in more detail to see if contracting would 
be efficient. Obviously, if the questions prompt several affirmative 
answers, it is likely that contracting will lead to savings for the govern- 
ment. 

Contracting is not a panacea for problems of efficient government 
service production and delivery. It is, however, a technique that offers 
solutions to major problems of scale adjustments, administrative over- 
load, adaptation to change and incentives to be efficient. As such it 
deserves careful consideration as part of the normal management pro- 
cess. Carefully used, contracting service production can increase the 
productivity of resources and adaptiveness of the government sector of 
the Canadian economy. 


Notes 


This study was completed in December 1984. 

I wish to thank colleagues who assisted in the development of this paper. 
Dr. Jim McDavid of the University of Victoria provided unpublished data from his survey 
of local government service production and many useful comments on earlier drafts of the 
paper. Trish Richard of Victoria and the Local Government Center of the Reason Founda- 
tions, Santa Barbara, California, provided assitance in gathering material on government 
contracting; and Dr. David Laidler and members of the Commission’s Social and Eco- 
nomic Ideas Research Advisory Group provided comment and discussion on earlier drafts 
of the paper. 


1. Apparently the earliest Canadian study is the one Kitchen did in 1976 of 48 Canadian 
cities with a population over 10,000. It concluded that municipally run refuse collec- 
tion was more expensive than contract collection. See Kitchen (1976). The recent 
Candian studies are summarized in Bish (1984, chap. 8). Other studies are presented in 
Savas (1982); Poole (1980); Hatry (1983); International City Management Association 
(1984). 


2. See McAfee and McMillan (1986). 


3. For example, the most recent Canadian text on local government does not include any 
analysis of the production of local services, let alone any analysis of alternative 
production arrangements. See Tindal and Tindal (1984). 


4. Note that the term “manage” is used in a problem and program context — where 
management includes using contracts or other kinds of agreements with different 
organizations to accomplish their objectives efficiently. Management in this sense is 
differentiated from the traditional term “‘administration,” which refers to legalistically 
supervising one’s own bureaucracy. Given the diversity of contemporary government 
activities, viewing management in a broader context is critical for evaluating the 
efficiency and responsiveness of the government’s performance. 


5. See McDavid (1984). The data is based on an ongoing study of the local government at 
the University of Victoria, School of Public Administration. See Lynch and Wright 
(1981). 


6. See Poole (1982a, 1982b). 
7. A useful analysis of various kinds of contracts is presented in Kolderie (1983). 


8. A history and analysis of the evolution of contract cities in Southern California is 
presented in Warren (1966). 

9. The major theoretical analysis of the potential for contracting-out service production 
was based on Ostrom, Tiebout and Warren (1961). It stimulated major research efforts 
in the United States. Academic research on contracting out in Canada is very limited. 
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McDavid is doing the first large-scale research on local service delivery (See note 24) 
and the Bureau of Municipal Research has published one paper, referred to above. This 
empirical work has been supplemented by McAfee and McMillan’s excellent the- 
oretical analysis for the Ontario Economic Council but most popular debate in Canada 
still concerns ideology rather than management effectiveness. See, for example, 
Crooks (1982). 


. See Warren (1964). 

» oece Bish (1971). 

. Bish and Warren (1972). 

. See Deacon (1979). 

. For ananalysis of political reform movements see Warren (1966), chaps. 1-3, and Bish 


and Ostrom (1973). 


. The classic article challenging the consolidation tradition is Ostrom, Tiebout and 


Warren (1961). 


. Tullock (1965); Niskanen (1971); Borcherding (1977); Breton (1974); Leibenstein (1979). 
. Ostrom (1973), pp. 93 — 112. 
. Warren made this observation in his original analysis of contract cities in California. 


Ahlbrandt (1973), analyzed this hypothesis and drew the same conclusion. 


. Crooks (1982), emphasizes potential problems of monopolization and price fixing 


among bidders. McAfee and McMillan also point out problems of price fixing, but cite 
considerable evidence that the more bidders there are on a contract, the lower the 
lowest price offered. See McAfee and McMillan (1985, chap. 5). 


. This summary is taken from Bish and Ostrom (1973, pp. 47-49). 

. See Ahlbrandt (1973). 

. See Pommerehne and Frey (1977). 

. See Savas (1977a). 

. See McDavid (1984). 

. An analysis of studies completed prior to 1979 is presented in Savas (1979). 

. A regression analysis was done which includes variables for institutional arrange- 


- 


ments, frequency of collection, place of pickup, spring/fall clean-up, average crew 
size, percentage of 32 cubic-yard packers, average age of vehicles, tonnes collected 
per household, population density, distance to the dump or transfer station, precipita- 
tion, and annual temperature variation. The results indicate that exclusive public 
collection is $10.34 more expensive (per household) than either private or mixed 
collection. In addition, exclusive private collection is $3.06 less expensive than either 
mixed or public collection. The wage differences between public and private collectors 
are not statistically significant in the analysis. These results are very similar to the 
bivariate comparison of simple average costs per household under alternative institu- 
tional arrangements. 


These preliminary conclusions are drawn from student interviews with officials 
involved in the changes. The data and description of Richmond’s change are included 
in the McDavid (1984) study. 


See McDavid, Richards and Doughton (1984). 


This study is reported in the Bureau of Municipal Research study. The research was 
done and originally reported in Savas (1977b). Further development of this idea is 
presented in Savas (1981). 


Several analyses of federal contracting policy for research and development have been 
undertaken. One recent analysis is that by Supapol and McFetridge (1982). 


See Hanrahan (1983). 

A good survey of issue is presented by Wedel (1976). 
See Langford (1983). 

See Province of British Columbia (1984). 

For a broader analysis see Blomqvist (1985). 
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36. Experience with direct contracting of elementary and secondary education is very 
limited, but it is common to contract for the production of specialized training 
programs. The kind of contracting in education that would appear most effective 
would be permitting students and their parents to choose their schools from among 
both public and private providers, with public financing available to both public and 
private schools based on the number of students enrolled. Such a policy with partial 
payment to private schools, exists in British Columbia. Given the very large differ- 
ences in the costs of public and private schools (in 1982-83, private schools in 
British Columbia were 55 percent as costly per pupil as public schools; $4,179 vs. 
$2,283), any shifts to the private sector would be cost reducing, and may even 
encourage public schools to become more cost effective. 

Many health care services are already delivered under contract, in the sense that the 
government reimburses suppliers for services. More attention needs to be paid to the 
structure of the contracting arrangements to introduce incentives for productivity 
increases instead of cost pass-through. 

37. See Lynch and Wright (1981). 

38. See Hatry (1983). 

39. Sonnenblum, Kirlin, Ries (1977). 

40. United States Department of the Interior (1979). 

41. Economic Council of Canada (1983, p. 61). Also see Conklin (1985). 

42. Economic Council, ibid., p. 139. 

43. See note 1. 
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Richard Simeon, Research Coordinators 


Vol. 59 Federalism and Economic Union in Canada, K. Norrie, R. Simeon and 
M. Krasnick (M) 
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Vol. 65 Fiscal Federalism, M. Krasnick (C) 
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